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Introduction

The Internal Revenue Bulletin is the authoritative instrument of the
Commissioner of Internal Revenue for announcing official rul-
ings and procedures of the Internal Revenue Service and for pub-
lishing Treasury Decisions, Executive Orders, Tax Conventions,
legislation, court decisions, and other items of general inter-
est. It is published weekly and may be obtained from the Super-
intendent of Documents on a subscription basis. Bulletin contents
are consolidated semiannually into Cumulative Bulletins, which
are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, modify,
or amend any of those previously published in the Bulletin. All pub-
lished rulings apply retroactively unless otherwise indicated. Pro-
cedures relating solely to matters of internal management are
not published; however, statements of internal practices and pro-
cedures that affect the rights and duties of taxpayers are pub-
lished.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpay-
ers or technical advice to Service field offices, identifying de-
tails and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be re-
lied on, used, or cited as precedents by Service personnel in the
disposition of other cases. In applying published rulings and pro-
cedures, the effect of subsequent legislation, regulations, court

decisions, rulings, and procedures must be considered, and Ser-
vice personnel and others concerned are cautioned against reach-
ing the same conclusions in other cases unless the facts and
circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A, Tax
Conventions and Other Related Items, and Subpart B, Legisla-
tion and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these sub-
jects are contained in the other Parts and Subparts. Also in-
cluded in this part are Bank Secrecy Act Administrative Rulings.
Bank Secrecy Act Administrative Rulings are issued by the De-
partment of the Treasury’s Office of the Assistant Secretary (En-
forcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index for
the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the first Bulletin of the succeeding semiannual pe-
riod, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 170.—Charitable,
etc., Contributions and Gifts

26 CFR 1.170A-1: Charitable, etc., contributions
and gifts; allowance of deduction.

Charitable contributions. This rev-
enue ruling addresses the tax conseguences
under section 170 of the Code (regarding
the deduction allowed for contributions and
gifts to charity) of ataxpayer’s transfer of
aused car to the authorized agent of a char-

ity.
Rev. Rul. 2002-67

ISSUES

(1) For purposes of § 170 of the Inter-
nal Revenue Code, may a donor’s trans-
fer of a car to a charity’s authorized agent
be treated as a transfer to the charity?

(2) May the contemporaneous written
acknowledgment required by § 170(f)(8) be
provided to the donor by the charity’s au-
thorized agent?

(3) May adonor use an established used
car pricing guide to determine the vaue of
a car donated to a charity?

FACTS

Stuation 1. O is a charitable organization
described in 8 170(c)(2). O islocated in, and
conducts its activities in, State A.

Xis a for-profit entity located and li-
censed to sell carsin State A. Pursuant to
a written agreement, O and X establish an
agency relationship that is valid under the
applicable law of State A. The agreement
provides that X, acting as O’s authorized
agent, will administer a fund-raising pro-
gram for O in exchange for a fee. X's ac-
tivities under the agreement are subject to
O’s review and approval.

The agreement provides that X will act
on O's behdf to (1) solicit donations of used
cars, (2) accept, process, and sell the cars,
(3) transfer the proceeds of the sales to O,
less X's fee, and (4) provide each donor
with substantiation of that donor’s contri-
bution, including an acknowledgment that
contains the information required by
§ 170(f)(8)(B).

To assist O in furthering its charitable
purposes, B, an individua who itemizes fed-
era income tax deductions, transfers a used
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car to X as O's authorized agent. B does not
receive anything of value in exchange for
the car. B consults an established used car
pricing guide, which lists $4,500 as the cur-
rent sales price for acar of the same make,
model, and year as B's car and sold in B's
areq, if the car isin excellent condition. The
guide lists $3,000 as the current sales price
for such a car if it is in average condi-
tion. The guide does not provide a sales
price for a car that isin poor condition.

The guide states that a car is in excel-
lent condition if it has no defects; in av-
erage condition if it has some defects, but
is safe to drive; and in poor condition if it
needs substantial mechanical or body re-
pairs, or is unsafe to drive. B's car isin av-
erage condition.

Stuation 2. The facts are the same as in
Stuation 1, except that B's car is in poor
condition.

LAW AND ANALYSIS

Issue (1)

Section 170(a)(1) allows as a deduc-
tion, subject to certain limitations and re-
strictions, any charitable contribution (as
defined in § 170(c)), payment of which is
made within the taxable year. Section 170(c)
defines charitable contribution, in part, as
a contribution to or for the use of an en-
tity described in § 170(c)(2).

It is well established that a charity may
receive contributions through its autho-
rized agent. See, eg., § 1.170A-1(b) of the
Income Tax Regulations; Rev. Rul. 85—
184, 1985-2 C.B. 84. Because O and X
have established a valid agency relation-
ship under the law of State A, X has the au-
thority to act on O’s behaf according to the
terms of their agency agreement. Thus, for
purposes of § 170, B's transfer of the car
to X as O's authorized agent is treated as
a transfer to O. The determination of
whether an agency relationship exists is
based upon the requirements of state law.
Not all contractual relationships will re-
sult in an agency relationship under state
law.

Issue (2)

Section 170(f)(8)(A) provides that no de-
duction is allowed under § 170(a) for any
contribution of $250 or more unless the tax-
payer substantiates the contribution by a
contemporaneous written acknowledgment
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of the contribution by the donee organiza-
tion that meets the requirements of
§ 170(f)(8)(B).

Because X is authorized by O to act as
O’'s agent in administering O's fund-raising
program, a written acknowledgment pro-
vided to B by X will satisfy the require-
ment of §170(f)(8)(A) that the
acknowledgment be made by the donee or-
ganization.

Issue (3)

Section 1.170A-1(c)(1) provides that if
a charitable contribution is made in prop-
erty other than money, the amount of the
contribution is the fair market value of the
property at the time of the contribution.

Section 1.170A—1(c)(2) states that fair
market value is the price at which the prop-
erty would change hands between a will-
ing buyer and awilling seller, neither being
under any compulsion to buy or sell, and
both having reasonable knowledge of rel-
evant facts. The quantity in which prop-
erty is donated is a factor in determining
fair market value. See, e.g., Rev. Rul. 80—
233, 19802 C.B. 69 (the best evidence of
fair market value of bibles is the price at
which similar quantities of bibles were sold
in arms' -length transactions at the time of
the contribution).

The fair market value of a car is the
price at which the car would change hands
between awilling buyer and awilling sdller.
There is no single correct way to deter-
mine fair market value of a car; any rea-
sonable method may be used.

One method of determining fair mar-
ket value of a single donated car is by ref-
erence to an established used car pricing
guide. However, a used car pricing guide
establishes fair market value only if the
guide lists the sales price for a car that is
the same make, model, and year, sold in the
same areg, and in the same condition, as the
donated car.

Stuation 1. The established used car pric-
ing guide lists $3,000 as the current sales
price for a car that is the same make, modd,
and year as B's car, sold in the same area,
and in the same condition (i.e., average).
Therefore, the fair market value of B's car,
and the amount treated as a charitable con-
tribution under § 170, is $3,000. B also
could have determined the value of the car
by any other reasonable method.
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Stuation 2. The established used car pricMs. Zweibel at (202) 6225020 (not a toll- price for each animal within a class. A tax-

ing guide does not list a sales price for dree call). payer using the unit-livestock-price method
car of the same make, model, and year as must annually reevaluate its unit prices and
B’s car, sold in the same area, and in thg . must adjust the prices upward to reflect in-
same conditioni(e., poor). Because the ection 471_-_Genera| Rule creases in the costs of raising livestock. The
guide does not provide a value for a car irfor Inventories regulations allow taxpayers to both in-
poor condition, the guide does not estab26 CFR 1.471-6: Inventories of livestock raisersand ~ C1€ase and decrease unit prices W!th(_)Ut ob-
lish the fair market value d&'s car B must °ther farmers. taining the consent of the Commissioner.

The regulations also clarify that a live-

establish the fair market value of the car usT.D. 9019 stock raiser that uses the Unitlivestock-

ing some other method that is reasonable

under the circumstances. DEPARTMENT OF THE price method may _eIect to remove from
TREASURY inventory after maturity an animal raised for
INEFORMATION REPORTING . draft, breeding, or dairy purposes and treat
Internal Revenue Service the inventoriable cost of such animal as an
For information regarding a charigob- 26 CFR Part 1 asset subject to depreciation.
ligation to report amounts paid and reUnit Livestock Price Method In the notice of proposed rulemaking, the
ceived in connection with fund-raising IRS and Treasury Department requested
programs, see Instructions for Form 990 andGENCY: Internal Revenue Service ~ comments on whether safe harbor unit
Announcement 20687, 200239 |.R.B. (IRS), Treasury. prices should be made available to taxpay-
624. . _ ers using the unit-livestock-price method
ACTION: Final regulations. and, if so, what index should be used. The
HOLDINGS SUMMARY: This document contains fi- sole commentator requested that safe har-

_ nal regulations relating to the use of thé?®" Unit prices should be made available,
(1) For purposes 08170, a donds i jivestock-price method of account-2d Suggested using the price index devel-

transfer of a car to a charity authorized ing. The regulations affect livestock rais-0Ped by a local state extension service for
agent may be treated as a transfer to tllgrs and other farmers that elect to use tthe safe harbor unit prices. Due to the lack
charity. unit-livestock-price method. These reguIan widespread interest in developing and us-

(2) The contemporaneous written aCtions provide rules relating to the annual rel’d S&fe harbor unit prices, the final regu-

knowledgment required by 170(f)(8) may eyaluation of unit prices and thelations do not adopt that suggestion.
be provided to the donor by the chatily depreciation of livestock raised for draft,Effective Date

authorized agent. breeding, or dairy purposes. _ .

(3) Adonor may use an established used _ These regulations are applicable to tax-
car pricing guide to determine the fair mar EFFECTIVE DATE: These regulations  aple years ending after October 28, 2002.
ket value of a single donated car if the guid@'® effective October 28, 2002. Special Analyses

lists a sales price for a car that is the sSameoR  FURTHER INFORMATION
make, model, and year, sold in the sameoNTACT: A. Katharine Jacob Kiss at 't has been determined that this Trea-

area, and in the same condition, as the d?202) 6224930 (not a toll-free number). SUrY decision is not a significant regula-

nated car. However, a donor may not use tory action as defined in Executive Order
an established used car pricing guide to dSUPPLEMENTARY INFORMATION: 12866. Therefore, a regulatory assessment
termine the fair market value of a single do'Backgroun d is not required. It has also been determined
nated car if the guide does not list a sales that section 553(b) of the Administrative

price for a car in the same condition as the This document contains amendments tgrocedure Act (5 U.S.C. chapter 5) does not
donated car. In such a case, the donor mugfe Income Tax Regulations (26 CFR Par@Pply to these regulations and, because these
use some other method that is reasonabig under section 471 of the Internal Rev/egulations do not impose on small enti-
under the circumstances to determine thgnye Code (Code). A notice of proposedi€s @ collection of information require-
value of the car. See Publication 56De-  rylemaking (REG125626-01, 20029 Mment, the Regulatory Flexibility Act (5
termining the Value of Donated Property.” | R.B. 604) was published in theederal Y-S.C. chapter 6) does not apply. There-
Taxpayers are reminded that if they claimRegister (67 FR 5074) on February 4, fore, a Regulatory Flexibility Analysis is not
a deduction of more that $5,000 for the con2002. No public hearing was requested ofequired. Pursuant to section 7805(f) of the
tribution of a car, they need to obtain aheld. One comment responding to the nc0de, the proposed regulations preceding
qualified appraisal. tice of proposed rulemaking was receivedtnese regulations were submitted to the
The proposed regulations are adopted biyhief Counsel for Advocacy of the Small
this Treasury decision. usiness Administration for comment on its
impact on small business.

DRAFTING INFORMATION

The principal author of this revenue rul-gyp|anation of Provisions
ing is Patricia Zweibel of the Office of the Drafting Information
Associate Chief Counsel (Income Tax & The unit-livestock-price method pro-
Accounting). For further information re- vides for the valuation of different classes The principal author of these regula-
garding this revenue ruling, contactof animals in inventory at a standard unitions is A. Katharine Jacob Kiss, Office of
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Associate Chief Counsel (Income Tax andnents. No other changes in the classificaditional FICA taxes using ataggregate es-
Accounting). However, other personnel frontion of animals or unit prices may be madeimatiori” method, under which it examined
the IRS and Treasury Department particiwithout the consent of the Commissionerthe credit card slips; found the average per-
pated in their development. See§ 1.446-1(e) for procedures for ob- centage tip paid by those customers; as-
taining the consent of the Commissionelsumed that cash-paying customers paid at
The provisions of this paragraph (f) ap-same rate; calculated total tips by multi-
ply to taxable years ending after Octobep|ying the tip rates by Fior Dtalia’s to-

28, 2002. tal receipts; subtracted the tips already
reported; applied the FICA tax rate to the
remainder; and assessed additional taxes

Robert E. Wenzel, owed. After paying a portion of the taxes,

Deputy Commissioner of  Fior D’ ltalia filed this refund suit, claim-

* k k * %

Adoption of Amendments to the
Regulations

* k * * %
Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES Internal Revenue.

Paragraph 1. The authority citation forApproved October 2, 2002.
part 1 is amended by adding an entry in nu-

merical order to read in part as follows:
Authority: 26 U.S.C. 7805 * *
Section 1.4746 also issued under 26
U.S.C. 471* * *
Par. 2. Section 1.476 is amended as ister for October 28, 2002, 67 F.R. 65697)
follows:
1. In paragraph (c), the last sentence is
removed. .
2. Paragraph (f) is revised. Section 3101.—Rate of Tax
3. In paragraph (g), the first sentence is
amended by removing the langudgepi-
tal assets and adding in its placéprop- Ct. D. 2076
erty used in a trade or busingss.
The revisions read as follows:

SUPREME COURT OF THE
UNITED STATES

8 1.471-6 Inventories of livestock raisers
and other farmers.

No. 01463

UNITED STATESvV. FIOR DITALIA,
INC.

* * % * %

(f) A taxpayer that elects to use thenit-
livestock-price methddmust apply it to all
livestock raised, whether for sale or for
draft, breeding, or dairy purposes. The in-
ventoriable costs of animals raised for draft,
breeding, or dairy purposes can, at the elec-
tion of the livestock raiser, be included in
inventory or treated as property used in a
trade or business subject to depreciation af-
ter maturity. See&8 1.263A4 for rules re-

CERTIORARI TO THE UNITED
STATES COURT
OF APPEALS FOR THE
NINTH CIRCUIT

June 17, 2002

Syllabus

Pamela F. Olson,
Assistant Secretary of the Treasury.

ing that the tax statutes did not authorize
the IRS to use the aggregate estimation
method, but required it to first determine

the tips that each individual employee re-
ceived and then use that information to cal-
culate the employés total FICA tax

(Filed by the Office of the Federal Register on October 25“abi|ity_ Fior D’ Italia agreed that it would
2002, 8:45 a.m., and published in the issue of the Federal Re!

fot dispute the accuracy of the particular
calculation in this case. The District Court
ruled for Fior Dltalia, and the Ninth Cir-
cuit affirmed.

Held: The tax law authorizes the IRS to
use the aggregate estimation method.
Pp. 3-14.

(a) An assessment is entitled to a le-
gal presumption of correctness. By grant-
ing the IRS assessment authority, 26 U.S.C.
Sec. 6201(a) must simultaneously grant it
power to decidéhow to make that assess-
ment within certain limits, which are not ex-
ceeded when the IRS estimates tax liability
using a reasonable method. Pp53

(b) The FICA statutes language, taken
as a whole, does not prevent using an ag-
gregate estimation method. Fior IEalia
claims that, because Sec. 3121(q) speaks in
the singular— “tips received byan em-
ployee in the course dfis employmerit —
an employe's liability attaches to each in-
dividual payment, not when the payments

Employers must pay Federal Insurancare later summed and reported. However,

garding the computation of inventoriableContribution Act (FICA) taxes, calculated Sec. 3121(q) is a definitional section. Sec-
costs for purposes of the unit-livestock-as a percentage of the wages, including tiptipns 3111(a) and (b), which impose the tax,
price method. Once established, the meththat their employees receive. 26 U.S.Cspeak in the plural— “wage$ paid to“in-
ods of accounting used by the taxpayer t&ecs. 3101, 3111, 3121(q). An employee ratividuals’ by the employef'with respect
determine unit prices and to classify aniports the tip amount to the employer, whdo employmerit — and thus impose liabil-
mals must be consistently applied in all subsends copies of the reports to the Internaty for the totality of the “wage$ paid,
sequent taxable years. A taxpayer that us€evenue Service (IRS). 26 CFR Secwhich totality, says the definitional sec-
the unit-livestock-price method must an-31.6011(a}1(a). In 1991 and 1992, respon-tion, includes each individual employse
nually reevaluate its unit prices and addent Fior Dltalia restaurant paid FICA taxestips. Pp. 56.

just the prices either upward to reflectbased on the tip amount its employees re- (c) Contrary to the Ninth Circui view,
increases, or downward to reflect decreasegorted, but the reports also showed that théhere is no reason to read Sec. 446(b)

in the costs of raising livestock. The con-ips listed on customersredit card slips far which authorizes the IRS to use estima-
sent of the Commissioner is not requirecexceeded the reported amount. The IR8on methods for determining income
to make such upward or downward adjustmade a compliance check and assessed aax liability — or Sec. 6205(a)(13— which

2002-47 1.R.B. 875

November 25, 2002



authorizes the Secretary to adopt regula- UNITED STATES, PETITIONERv. $220,845, in each year, respectively. And

tions prescribing mechanisms for employ- FIOR DITALIA, INC. Fior D’ ltalia calculated and paid its FICA
ers to adjust FICA tax liability— as tax based on these amounts. The same re-
limiting the IRS authority to use an ag- ON WRIT OF CERTIORARI TO THE ports, however, also showed that custom-
gregate estimation method to compute in UNITED STATES COURT ers had listed tips on their credit card slips
computing FICA tax liability. Pp. 67. OF APPEALS FOR THE amounting to far more than the amount re-
(d) Certain features of an aggregate es- NINTH CIRCUIT ported by the employees ($364,786 in 1991

timate— that it includes tips that should June 17, 2002 and $338,161 in 1992). Not surprisingly, this

not count in calculating FICA tax.g., tips discrepancy led the IRS to conduct a com-
amounting to less than $20 per month; and jUSTICE BREYER delivered the opin-pliance check. And that check led the IRS

that a calculation based on credit card slipgn of the Court. 0 issue an assessment against Fidtala
can overstate the aggregate amount be- Employers must pay Federal Insurancy; aqditional EICA tax.

causee.g., cash-paying customers tend tacontribution Act taxes (popularly known as
leave a lower percentage tip do not show  social Security taxes or FICA taxes), cal
that the method is so unreasonable as &"ated as a percentage of the Wagem_
violate the law. Absent Fior Malia’'s stipu- cluding the tips— that their employees
lation that it would not challenge the IRSreceive. 26 U.S.C. Sec. 3101, 3111, 3121(q

calculations accuracy, a taxpayer would berhis case focuses upon the Governrent, Lestion. finding that customers had
free and able to present evidence that thefforts to assess a restaurant for FICA taxes : 9

assessment is inaccurate in a particular caggased upon tips that its employees may haubPed, on average, 14.49% of their bills in

Pp. 7#10. received but did not report. We must ded991 and 14.29% in 1992. Assuming that

(e) The fact that the employer is placedide whether the law authorizes the InterSaSh-Paying customers on average tipped at
in an awkward position by the require-na] Revenue Service (IRS) to base thd’{’]OSG I’QteS_E;'dSO, thg IRS calculated total tips
ment that it pay taxes only on tips reportegyssessment upon isggregate estimate of Y Multiplying the tip rates by the restau-
by its employees, even when it knows thosg)| the tips that the restaurastcustomers rants total receipts. It then subtracted tips
reports are inaccurate, does not make agnid ijts employees, or whether the law re@lréady reported and applied the FICA tax
gregate estimation unlawful. Section 3121(Qyires the IRS instead to determine total tiate to the remainder. The results for 1991
makes clear that penalties will not attachycome by estimating eadhdividual emr  Showed total tips amounting to $403,726
and interest will not accrue unless the 'R%onee’s tip income separately, then add-and unreported tips amounting to $156,545.
actually demands the money and the regnq individual estimates together to creatdhe same figures for 1992 showed
taurant refuses to pay the amount demandgghotay. In our view, the law authorizes the$368,374 and $147,529. The IRS issued an

To calculate the added tax it found ow-
ing, the IRS used what it calls dmaggre-
gate estimatichmethod. That method was
very simple one. The IRS examined the
éstauraris credit card slips for the years

in a timely fashion. Pp.-91. ~IRS to use the aggregate estimation methodssessment against FiotIfalia for addi-
(f) Finally, even assuming that an im- tional FICA taxes owed, amounting to
proper motive on the IRSart could ren- ! $11,976 for 1991 and $11,286 for 1992.

der unlawful its use of a statutorily
permissible enforcement method in cer—I The taé |?V\1 ignposes, not Orlﬂ)’grn em-
tain circumstances, Fior’'Malia has not PIOY€ES, but alsbon every employer,an ; . ) :
shown that the IRS has acted illegally in this €xcise tax, i.e,, a FICA tax, in an amount sult Wh"e. the IRS filed a counterclaim for
case. It has presented a general claim thgflual to a percentagef the wags . . . the remainder. The restaurant argued that
the aggregate estimation method lends iaid by him with respect to employmeht. the tax statutes did not authorize the IRS
self to abusive agency action. But agencgpec. 3111(a) (setting forth basic Social SO USe€ its"aggregate estimatiormethod;
action cannot be found unreasonable in afiurity tax); Sec. 3111(b) (using identical lan+ather, they required the IRS first to deter-
cases simply because of a general posguage to set forth additional hospitalmine_ the tips that each individua}l employee
bility of abuse, which exists in respect toinsurance tax). It specifies thatips re- received and then to use that information
many discretionary enforcement powersceived by an employee in the course of hig calculate the employér total FICA tax
Pp. 1113. employment shall be considered remuneradiability. Simplifying the case, the restau-
242 F.3d 844, reversed. tion” and“deemed to have been paid by theant agreed thdtflor purpose[s] of this liti-
BREYER, J., delivered the opinion ofemployet for purposes of the FICA tax gation; it would “not dispute the facts,
the Court, in which REHNQUIST, C.J., andsections. Sec. 3121(q). It also requires aestimates and/or determinatiénthat the
STEVENS, OCONNOR, KENNEDY, and employee who receives wages in the fornlRS had“used . . . as dasis for its cal-
GINSBURG, JJ., joined. SOUTER, J., filedof tips to report the amount of those tipsculatior? of the employeés‘aggregate un-
a dissenting opinion in which SCALIA and to the employer, who must send copies ofeported tip incomé.App. 35. And the

After paying a portion of the taxes as-
sessed, the restaurant brought this refund

THOMAS, JJ., joined. those reports to the IRS. 26 CFR SecDistrict Court decided the sole remaining
31.6011(a}1(a) (2001). legal question— the question of thetatu-
SUPREME COURT OF THE In 1991 and 1992, the reports providedory authority to estimate tip income in the
UNITED STATES to San Francisce Fior D ltalia restau- aggregate— in Fior D'ltalia’s favor.
No. 01463 rant (and ultimately to the IRS) by the res- The Court of Appeals affirmed the Dis-

taurants employees showed that total tiptrict Court by a vote of 2 to 1, the major-
income amounted to $247,181 andty concluding that the IRS is not legally
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authorized to use its aggregate estimatiosupra, at 437 (upholding estimate of tax li- (singular) tips‘shall be considered remu-
method, at least not without first adopt-ability over 77-day period made by ex-neratiori for purposes of the latter, tax im-
ing its own authorizing regulation. In light trapolating information based on grossosing sections. Sec. 3121(q). But the latter
of differences among the Circuits, comproceeds from 5-day periodpodge v. operational sections speak in the plural.
pare 242 F.3d 844 (CAg 2001) (case be€Commissioner, 981 F.2d 350, 353854 (CA8 They impose on emp|oyers a FICA tax cal-
|OW), with 330 West Hubbard Restaurant 1992) (Uph0|d|ng estimate USing bank decu|ated as a percentage of ﬂmgeg (p|u_
Corp. v. United Sates, 203 F.3d 990, 997 posits by taxpayer)Pollard v. Commis- a1 paid to*individuals (plural) by the
(CA7 2000),Bubble Room, Inc. v. United  sioner, 786 F.2d 1063, 1066 (CA1l 1986)employer“with respect to employmefit.
Sates, 159 F.3d 553, 568 (CA Fed. 1998),(upholding estimate using statistical tablegq g 3111(a), (b). The operational sec-
and Morrison Restaurants, Inc. v. United reflecting cost of living where taxpayer ;. consequently impose liability for the
Sates, 118 F.3d 1526, 1530 (CA11 1997),lived); Gerardo v. Commissioner, 552 F.2d
we granted the Governmestpetition for 549, 553552 (CA3 1977) (upholding es- ays, which totality of'wages, says the
certiorari. We now reverse. timate using extrapolation of income Ovelﬂefin,itional section. shall incIL,Jde the tios
1-year period based on gross receipts from NP P3
Il two days):Mendelson v. Commissioner, 305 thaf[ each |nd|V|d.uaI employee earns. It is
) , F.2d 519, 524522 (CA7 1962) (uphold- as if a tax were imposed drall of a res-
An “assessmehfamounts to an IRS de-

N A ojng estimate of waitressip income based taurants dishes, with a definitional sec-
termination that a taxpayer owes the Fed-

G 2 cortai © of “an restaurans gross receipts and averagd®n Specifying thatdishes shall*include
eral Government a certain amount O unpa@ps earned by all waitresses employed b§ach customes silverware. We simply do

. R . |

that an assessment is entitled to a legal Pr&CH TCM 1122 (1973) (same). a whole, argues against use of an aggre-

sumption of COIectness- a presump- =i by yialia does not challenge this ba-gate estimation method that seeks to de-

tion that can help the Government prove itg; i, iole of law. Rather, it seeks to exdermine the restauraist total FICA tax
case against a taxpayer in court. Seg,,

United States v, Janis, 428 U.S. 433, 440 Pi2in why this principle should not apply liability.
here, or why it should not determine the

totality of the “wage$ that the employer

(1976);Palmer v. IRS 116 F.3d 1309, 1312 . : B

(CA9 1997): Psaty v. United States, 442 ?:\:g(r)me of this case in the Government

F.2d 1154, 1160 (CA3 1971)nited States ' The Ninth Circuit relied in part upon two

v. Lease, 346 F.2d 696, 700 (CA2 1965). A other statutory provisions. The first, 26
We consider here the Governmentu- U.S.C. Sec. 446(b), has been interpreted to

thority to make an assessment in a particu- Fior D’ltalia’s primary argument rests quthorize the IRS to use methods of esti-
lar way, namely by directly estimating theupon the statute that imposes the FICA taxnation for determiningncome tax liabil-
aggregate tips _that a restauramemp_loy-_ It_ points out that the tax law says th_ere iSty. See,e.g., Mendelson, supra, at 521
ees have received rather than estimatingmposed on every employean “excise goo (authorizing estimate of waitréggoss
(and then summing) the tips received byax’ calculated on the basis of receipts). The court felt this provision nega-
each individual employee. “wages . . .paid by hini as thosé¢wage$ .. S :

The Internal Revenue Code says that thare“defined irf Sec. 3121. Secs. 3111(a) t|vgl3;g;]$gzzﬁelag:sl‘<ﬁ?;$§:L:]tqh;rrl]tzdtoi:sri_
IRS, as delegate of the Secretary of Tregb). It adds that the subsection of Sec. 312? ect to other taxes, such as employer FICA
sury, which specifies thatwage$ includes tips tp h ,h - )II 242

“is authorized and required to make thésubsection q) refers ttips’ as thosé're- axes, where no such provision applies.

inquiries, determinations, anaksess- ceived byan employee in the course bfs F.3d, at 849. The_ second, 26 U.S.C. Sec.

ments of all taxes . . .which have not employment, i.e, to tips received by each 6205(""),(1)' authorizes the Secretary.to adopt
been duly pai . . . ” 26 U.S.C. Sec. employee individually. (Emphasis added.jegulations that prescribe mechanisms for

6201(a) (emphasis added). Fior D'Italia emphasizes Sec. 3121fgjef- €mployers to adjust FICA tax liability. The

This provision, by granting the IRS as-erence to the employee in the singular t§ourt felt this provision negatively im-
sessment authority, must simultaneouslgonclude that théemployets liability for ~Plies a lack of IRS authority to use an ag-
grant the IRS power to decidew to make FICA taxes therefore attaches éach of ~gregate estimation method in the absence
that assessment- at least within certain these individual payments not when they aréf a regulation. 242 F.3d, at 851.

limits. And the courts have consistently heldater summed and reporté®Brief for Re- After examining the statutes, however,
that those limits are not exceeded when thepondent 28 (emphasis in original). we cannot find any negative implication.
IRS estimates an individuals tax liability In our view, Fior Dltalia’s linguistic ar- The first says that, where a taxpayer has

— as long as the method used to make thgument makes too much out of too little.used“a method of accountirigthat“does
estimate is dreasonableone. Seee.g.,, The language it finds key, the word8ps not clearly reflect incomg,or has usedno
Erickson v. Commissioner, 937 F.2d 1548, received by an employgas contained in method of accountirigat all, “the compu-
1551 (CA10 1991) (estimate made with refa definitional section, Sec. 3121(q), not irtation of taxable income shall be made un-
erence to taxpay&s purchasing record wasthe sections that impose the tax, Secsler such method as, in the opinion of the
“presumptively corre€twhen based on 3111(a), (b). The definitional section speakS§ecretary, does clearly reflect incoin&ec.
“reasonable foundatibh See alsoJanis, in the singular. It says that an employge 446(b). This provision applies to only one
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corner of income tax law, and even withinbecause the waites reported income of than $55,000 or so in 1992; how much less
that corner it says nothing about any par$46,000 falls below the FICA ceiling. cash-paying customers tip; how often they
ticular method of calculation. To read it Second, Fior Dtalia points out that an “stiff” waiters or ask for a cash refund; and
negatively would significantly limit IRS au- aggregate calculation based on credit carthether the restaurant owner deducts a
thority in that respect both within and out-slips can overstate the aggregate amount ofedit card charge of, say 3%, from em-
side the field of income tax law. And theretips because it fails to account for the posployee tips? After all, the restaurant need
is simply no reason to believe that Consibilities that: (1) customers who pay casot prove these matters with precision. It
gress intended any such limitation. tend to leave a lower percentage of the bilheed only demonstrate that use of the ag-
Section 6205(a)(1) refers to certain emas a tip; (2) some custometstiff” the gregate method in the particular case has
ployment taxes, including FICA taxes, andwvaiter, leaving no tip at all; (3) some cus-ikely produced an inaccurate result. And
says that when an employer initially paygomers write a high tip on the credit cardin doing so, it may well be able to con-
“less than the correct amount of taxhen slip, but ask for some cash back, leavingince a judge to insist upon a more accu-
“proper adjustmest. . . shall be made, a net lower amount; and (4) some restauate formula. Seee.g., Erickson, 937 F.2d,
without interest, in accordance withregu- rants deduct the credit card company feat 1551 { Some reasonable foundation for
lations” The IRS has made clear that thifrom the tip, leaving the employees with athe assessment is necessary to preserve the
provision refers to an employer“adjust- lower net amount. presumption of correctnésgemphasis in
ments, say, in an initially underreported tax  Fior D' ltalia adds that these potential er-original)).
liability, madebefore the IRS has assessedors can make an enormous difference to Nor has Fior Dltalia convinced us that
an underpayment. See generally 26 CFR restaurant, for restaurant profits are ofindividualized employee assessments will
Sec. 31.6205L (2001). Again, there is sim- ten low, while the tax is high. Brief for Re- inevitably lead to a moréreasonableas-
ply no reason to believe that Congress, ispondent 910, n. 6 (asserting that ansessment of employer liability than an ag-
writing this provision applicable to a smallassessment for unreported tips for all yeargregate estimate. After all, individual audits
corner of tax law, intended, through negasince employer FICA tax provision was en+ill be plagued by some of the same in-
tive implication, to limit the IRSgeneral acted would amount to two yeatstal prof-  accuracies Fior Dtalia attributes to the ag-
power to assess tax deficiencies. IndeedsS)- Indeed, the restaurant must pay this tagregate estimation method, because they are,
Fior D' Italia has not advanced in this Courton the basis of amounts that the restaus ¢ rse based on estimates themselves.
either“negative implicatioh argument re- rant itself cannot control, for the restal-gae o, Mendelson, 305 F.2d, at 521
lied on by the Ninth Circuit. rants customers, not the restaurant itself ;5. \1couatters v. Commissioner, CCH
determine the level of tips. Fior'Dalia TCM 1122 (1973). Consequently, we can-

C concludes that the IRS should avoid the_sﬁot find that the aggregate method is, as a

: - . p_ro_blems by res@ing its assessment upon IIE)'eneral matter, so unreasonable as to vio-
Fior D'ltalia next points to several fea-dividual calculations of employee tip eam-,ie the law

tures of an‘aggregaté estimate that, in its ings, and argues that the IRilure to do '

view, make it“unreasonable(and there- so will always result in an overstatement D

fore contrary to law) for the IRS to use thatof tax liability, rendering any assessment

method. First, it notes that an aggregate efhat results from aggregate estimates un- Fior D'ltalia also mentions an IRS regu-
timate will sometimes include tips thatreasonable and outside the limits of any delation that it believes creates a special prob-
should not count in calculating the FICAegated IRS authority. lem of fairness when taken together with
tax the employer owes. The law excludes In our view, these considerations do nothe “aggregaté assessment method. That
an employe®s tips from the FICA wages show that the IRSaggregate estimating regulation says that an employer, when cal-
base insofar as those tips amount to lesaethod falls outside the bounds of what isulating its FICA tax, mustinclude wages
than $20 in a month. 26 U.S.C. Secreasonable. It bears repeating that in this litreceived by an employee in the form of tips
3121(a)(12)(B). It also excludes the porgation, Fior Dltalia stipulated that it would only to the extent of the tips reported . . .
tion of tips and other wages (including fixednot challenge the particular IRS calculato the employer.” 26 CFR Sec. 31.6011(a)
salary) an employee receives that riseon as inaccurate. Absent such a stipulat(a) (2001) (emphasis added). How, then,
above a certain annual levet $53,400 in tion, a taxpayer would remain free toasks Fior Ditalia, could the employer have
1991 and $55,500 in 1992. Sec. 3121(a)(1present evidence that an assessment is icalculated tax on a different amount,
242 F.3d, at 846, n. 4. These ceilings meaaccurate in a particular case. And we do notamely: (1) the amount of tiggeported;
that if a waiter earns, say, $36,000 in fixechccept Fior Ditalia’s claim that restau- plus (2) the amount of tipseceived but not
salary, reports $20,000 in tips, and fails tdants are unable to do se that they“sim-  reported? Indeed, Fior Ditalia itself did not
report $10,000 in tips, the restaurant woulghly do not have the information to disptite do so initially, presumably because this
not owe additional taxes, because the waithe IRS assessment. Tr. of Oral Arg. 36regulation said it should not do so. See Brief
er's reported income ($56,000) already exwhy does a restaurant owner not know, ofor Respondent 26.7. And, if it should not
ceeds the FICA ceiling. But if that waiter why is that owner unable to find out: howdo so, is it not seriously unfair for the IRS
earns $36,000 in fixed salary, reportsnany busboys or other personnel work fotater to assess against it a tax deficiency
$10,000 in tips, and fails to report anotheonly a day or two— thereby likely earn- based on this latter figureJT]here is no
$10,000 in tips, the restaurawbuld owe ing less than $20 in tips; how many em-ractical or legally authorized wayFior
additional taxes on the unreported amounployees were likely to have earned mor®’Italia complains, for the restaurant to in-
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clude the additional amount of tips forBentsen, 32 Tax Analyst®aily Tax High- ous monitoring requirements consequently
which the IRS might later seek tax pay-ights & Documents 3913 (Mar. 4, 1994);do not support Fior Dtalia’s argument that
ment.ld., at 16. App. 106, 107. It adds that Congress hagggregate estimates are statutorily prohib-
The statute itself, however, responds tenacted this view into two special laws: thdted. For example, the Internal Revenue Ser-
this concern. It says that, insofar as tipdirst of which gives restaurants a nonrevice Restructuring and Reform Act prohibits
were received but not reported to the emfundable tax credit on FICA taxes paice, the IRS from“threaten(ing] to auditres-
ployer, that remunerationi(e., the unre- permits restaurants to offset any FICA iffaurants as a means ‘tooercé them into
ported tips) shall not be deemed to haveays on employee tips on a dollar for dolPolicing gmployt—_ze tip reportingupra, at
been paid by the employer untithe date |ar basis against its own income tax liabil-+2: Put Fior Ditalia does not claim that the
on which notice and demand for such taxefiy, 26 U.S.C. Sec. 45B; and the second of <> Nas violated this statute. Nor, for that
is made to the employer by the Secrearyyhich forbids the IRS fronfthreaten[ing] Mate’, has Fior Otalia presented evi-

26 U.S.C. Sec. 3121(q). This provisiong audit a restaurant in order tocoercd dence that this particular litigation would

makes clear that it is not unfair or illegal; : . . . fail to yield revenue to the Government (due
itinto entering the special tip-reporting pro to the availability of the FICA tax credit),

to assess a tax deficiency on the u”r;g'ram. Internal Revenue Service Restruc-

ported tips, for penalties will not attach and, . . or convincingly explained, even if so, why
uring and Reform Act of 1998, 112 Statat fact, while making the case unremu-

interest will not accrue unless the IRS acygg nerative. would automaticall make it im-
tually demands the monend the restau- — gjor [y tajia says that the IRSecent use roper. And while other doc)l/Jments show
rant refuses subsequently 1o pay the amoug an -aggregate estimateapproach runs {)hatp Congress has expressed concern re-
demanded in a timely fashion. See genegonirary to the understanding that underz o qin agrestaurdmdiﬁ?cul in trving to
ally, Rev. Rul. 957, 19951 C.B. 185. In- jigg this second statute, for feffectively gu erv%se its emploveese tgrtin >(/)f tgheir
deed, the statute (and its accompanying,ces the employer iot. . . verifying, in- tipg they do nofsa/ggesrt) thatgthe nggre-

Revenue Ruling) contemplates both a re;astigati PO .
i ; gating, monitoring, and policing com- ate estimate method is an unreasonable
taurant that does not police employee tipyjiance by its employees- responsibilities g

, evaluated, and steadfastly refus
such a restaurant would have to create a i ransfer from IRS to the employerief ayer generally remains free to challenge
serve for potential later tax liability. Al- for Respondent 9. And it suggests that th‘?)neyacc%rac ofythe calculation at issue evgen
though the reporting scheme may PlaceRs intends to use a legal victory here 8though this)t/axpayer has waived its rig;ht to

restaurants in an awkward position, the Tax «ireat: say to reopen back tax years, o so). Rather, as we have shown, the rel-
evant Code provisions and case law sup-

Coc<jje_zt s%emlfkto c_ontemrIJ(Iate ;hat POSItio;der to require restaurant ownéte force
and 1ts DOOKKeepIng awkwaraness Cons§pair «employees to repdrtall tips. Id., at -
i T ort the use of aggregate estimates. See
quently fails tq S“Ppoft the argument tha"';L4. Why else, asks Fior’'Ralia, would the P gared
aggregate estimation is unlawful - - : supra, at 3-5, 9-11.

' IRS bring this case? After all, given the dol- "\yia conclude that Fior Dtalia’s discus-

E lar for dollar FICA/income tax setoff, this ¢;on of IRS“abus is insufficient to show
case may not even produce revenue for the 5+ the agencg use of aggregate esti-
Finally, Fior D ltalia suggests that the Government. mates is prohibited by law. In saying this,

IRS is putting its“aggregate estimate  Fior D'ltalia’s "abuse of powerargu- e recognize that Fior Malia remains free
method to improper use. It traces a lengthynent, however, does not constitute & groungh maye its policy-related arguments to Con-
history of disagreement among restaurarier holding unlawful the IRSuse of ag- gregs.

workers, restaurant owners, and the IRS @regate estimates. Even if we assume, for

to how best to enforce the restaurarés ~argumeris sake, that an improper motive I

gal obligation to pay FICA taxes on unre-could render unlawful the use of a statu- _
ported tip income. It notes that the IRS hatorily permissible enforcement method in  For these reasons, and because Fior

agreed to create a special program, calleggrtain circumstances, dflnited States v. D’ltalia has stipulated that it does not chal-
the “Tip Reporting Alternative Commit- Powell, 379 U.S. 48, 58 (1964), we note!eng_e the accuracy qf the IRS assessment
ment! whereby a restaurant promises to eshat Fior Dltalia has not demonstrated thatn this case, the decision of the Court of Ap-
tablish accurate tip reporting procedures ithe IRS has acted illegaliy this case. In- peals is

return for an IRS promise to base FICA taxstead, it has presented a general claim to Reversed.
liability on reported tips alone. It adds thatthe effect that the aggregate estimation

any coercion used to force a restaurant tmethod lends itself to abusive agency ac-

enter such a program (often unpopular witttion. But we cannot find agency action un-

employees) would conflict with the views reasonable in all cases simply because of

of Members of Congress and IRS offi-a generalpossibility of abuse— a possi-

cials, who have said that a restaurant shouldility that exists in respect to many discre-

not be held responsible for its employ-tionary enforcement powers. Gleckler v.

ees failure to report all their tips as in- Chaney, 470 U.S. 821, 831 (1985).

come. Seeeg., Letter of Members of  The statutes and congressional docu-

Congress to Secretary of Treasury Lloydnents that protect restaurants from oner-
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SUPREME COURT OF THE nal Revenue Service, Sec. 6053(c)(1), andare 26 U.S.C. Sec. 3101 with Sec. 3111.

UNITED STATES must also report the total amount of tipsThe payments that beneficiaries are en-
shown on credit card slipsbid. The em- titled to receive are determined by the
No. 01463 ployer is subject to tax on the same amourfecords of their wages earnedestor, su-

of tip income listed on an employeere- pra at 608.

port to him and in turn reported by himto Notwithstanding this basic structure, the
the Internal Revenue Service. For both thirg's aggregate estimation method cre-
ON WRIT OF CERTIORARI TO THE ~ employer and the employee, however, ;a5 4 disjunction between amounts pre-
UNITED STATES COURT able t!p income is limited to income within sumptively owed by an employer and those

OF APPEALS FOR THE what is known as théwage banti there o by an employee. It creates a compa-
NINTH CIRCUIT is no tax on tips that amount to less thar?able disproportion between the employ-

UNITED STATES, PETITIONERv.
FIOR DITALIA, INC.

$20 in a given month, or on total reMU-_ o tav and the emplovés ultimate
June 17, 2002 neration in excess of the Social Securi%g nefits. sin n ; P ty ment d
wage base ($53,400 and $55,500, respe SNEtS, Since an aggregate assessment does

JUSTICE SOUTER, with whom JUS- jyely in the years relevant to this Case)._nOt,hi,ng o revise the eamings records of the
TICE SCALIA and JUSTICE THOMAS Because many employees report less ti dividual employees for whose benefit the
join, dissenting. income than they receive, their FICA taxed2Xes are purportedly collectédhus, from

The Court holds that the Internal Rev-gng their employetsnatching amounts are the outset, the aggregate assessment fits
enue Service statutory authorization to |ogs than they would be in a world of com-Poorly with the design of the system.

make assessments for unpaid taxes is réBrete reporting. The IRS has chosen to
sonably read to cover a restauratstFICA i B
counter dishonesty on the part of restau-

taxes based on an aggregate estimate of §int employees not by moving directly As the majority acknowledges, the next
unreported employee tips. | believe hahgainst them, but by going against their ef}groblem s that the aggregate estimation

reading the statute so broadly saddles e ; ;
loyers with assessments of unpaid FIC ecessarily requires the use of general-

ployers with a burden unintended by Contayes based on an estimate of all tip in-
i ) ized assumptions for calculating such es-
gress, and | respectfully dissent. come paid to all employees aggregated tc'%Z Sumpt uiafing su

| gether. The Court finds these aggregatec'pates’ and the assumptions actually used

assessments authorized by the general prtg—r?_? tt?] mlfgées liability. tl_n tr:ﬁ TrSt place,
Taxes on earned income imposed by thision for assessments of unpaid taxes, sefe the assumption that many em-

Federal Insurance Contributions Act (FICA)6201, which benefits the Government Witl.p:)?yees grehunderrepgrtmr? Is indisput-
pay for employeesbenefits under the So- @ presumption of correctness. Seited 20 SOUN » the assumption that evewopgtron
cial Security Act, 49 Stat. 622, as amendedXates v. Janis, 428 U.S. 433, 440 (1978). 'S not only t|pp|r01g,. but tipping 14.49% in
42 U.S.C. Sec. 40%t seq, (1994 ed. and The practice of assessing FICA taxes again$®9' and 14.29% in 1992, is probably not.
Supp. V). In the simplest case, the em@n employer on estimated aggregate tip inthose percentages are based on two fur-
ployee is taxed on what he receives, and tHe?me, however, raises anomaly aftefher assumptions: that patrons who pay with
employer is taxed on what he pays. See 28n0maly, to the point that one has to suscredit cards tip at the same rate as pa-
U.S.C. Secs. 3101, 3111. For a long timePect that the Governmest practice is trons who pay in cash, and that all pa-
an employels income from tips was not Wrong. An appreciation of these consetrons use the tip line of the credit card slip
recognized as remuneration paid by the enfluénces, in fact, calls for a reading of thdor tips, rather than to obtain cash. But what
ployer, and the corresponding FICA tax waérucial provision, 26 U.S.C. Sec. 3121(q)is most significant is that the IRSmethod
imposed only on the employee. See Sdi @ straightforward way, which bars ag-of aggregate estimation ignores the wage
cial Security Amendments of 1965, Secdregate assessments and the anomalies thahd entirely, assuming that all tips are sub-

313(c), 79 Stat. 382. In 1987, however, th€0 With them. ject to FICA tax, although this is not true
Internal Revenue Code was amended to " in law, and certainly not always the case in
treat tip income within the remuneration on fact.

which the employer, too, is taxed, 26 U.S.C. A

Sec. 3121(q), and that is the present law. c

The scheme is simple. The tips are in- The Social Security scheme of benefits
cludible in the employés wages. The em- and the FICA tax funding it have been char- . ) S
ployee must report the amount of taxablecterized as a kind dfsocial insurance, 9regation method to overestimate liabil-
tip income to the employer. Sec. 6053(a)Flemming v. Nestor, 363 U.S. 603, 609 'ty might not count much against it if it
“[L]arge food or beverage establishmerit[s] (1960), in which employers and employ-Were fair to expect employers to keep the
must pass on that information to the Interees contribute matching amounts. ComtePorts that would carry their burden to re-

The tendency of the Governméntag-

in 1998, Congress altered the burdens of proof for tax cases, but the changes do not implicate FICA. See 26 U.S.C. Sec. 7491(a).

2Although the scheme does not create a vested right to benefits in any employEéemseing v. Nestor, 363 U.S. 603, 60811 (1960), the legislative choice to tie benefits to earnings history evinces a general intent
to create a rough parity between taxes paid and benefits received.
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fute any contested assessment based on amquely excepted from the general rule thatio an IRS determination that a taxpayer
aggregate estimate. But it is not fair. remuneration must be reported in%/ owes the Federal Government a certain
Obviously, the only way an employerstatements. See 26 U.S.C. Sec. 6041(e). Thenount of unpaid taxey. After, but only
can refute probable inflation by estimate isipshot is that Congress has enacted a siafter, assessment can the IRS take the fur-
to keep track of every employsdips,ante, gular exception to the duty to keep recordsher step of issuing notice and demand for
at 9, and at first blush, there might seenthat would allow any ready wage band dethe unpaid taxes assessed, Sec. 6303, so as
nothing unusual about expecting employterminations or other checks on estimate$op authorize the IRS to levy upon the tax-
ers to do this The Code imposes a gen-while the aggregate assessment practice payets property, or impose liens, Secs.
eral obligation upon all taxpayers to keeghe IRS virtually reads the exception out 06321, 6331.
records relevant to their liability accord-the Code. In the case of an employerliability for
ing to regulations promulgated by the Sec- The majority doubts that there is anyFICA taxes on tips, however, this sequence
retary, 26 U.S.C. Sec. 6001, and, for theractical difference between determining theannot be followed if the employee does not
most part, the courts have viewed the butability of one employee, very possibly with report the tips to the employer in the first
den on taxpayers to maintain such recordsn estimation similar to the one used hergylace, for it is the report, not the employ-
as reasonable and, hence, as the justificand estimating the aggregate amount for ages receipt of the tips, that raises the em-
tion for requiring taxpayers to disprove IRSemployer.Ante, at 9-10. But determina- ployer's liability to pay the FICA tax. The
estimates; the taxpayer who fails to attions limited to an individual employee will employer may know from the credit slips
tend to Sec. 6001 has only himself tonecessarily be more tailored, if only by tak-that the employeéseports are egregiously
blame. Seee.g., Kikalos v. Commissioner, ing the wage band into account. In fact, anynaccurate (wage band or no wage band),
190 F.3d 791, 792, n. 1 (CA7 1999 rac- such determination would occur in consebut the employer is still liable only on what
chiola v. Commissioner, 643 F.2d 1383, quence of some audit of the employee, whthe employee declares. In fact, the effect of
1385 (CA9 1981)Meneguzzo v. Commis- would have an incentive to divulge infor-Sec. 6053(c) is such that employers can-
sioner, 43 T.C. 824, 831 (1965)But the mation to contest the IRS figures where not help but know when underreporting is
first blush ignores the one feature of Secpossible, and generate the very paper tragevere, since they are required to give the
6001 relevant here. The provision states an employer would need to contest liabilHRS a summary of the amount of reported
single, glaring exception: employers needty while availing himself of the excep- tips and the amount of charged tips. None-

not keep recordsin connection with tion in Sec. 6001. theless, the employer remains liable solely
charged tip other than“charge receipts, for taxes on the reported tifs.
records necessary to comply with section D Indeed, even if the employer, seeing a

disparity, paid extra FICA taxes on the as-

6053(c), and copies of statements furnished -
The strangeness of combining a stat: .
sumption that the employees had underre-

by employees under section 6053(d)id. :
ute excusing employers from recordkeep- :
Employers are expressly excused from an ) e . . ported tips, the extra payment would be
: g with an administrative practice of
effort to determine whether employees are ~kina probablv inflated assessments stant Seated as an overpayment. See Tr. of Oral
properly reporting their tips; the Code tells 9p y rg. 8; Jones v. Liberty Glass Co., 332 U.S.

them that they need not keep the informa(-)Ut even more starkly in light of the eC'524, 531 (1947) (overpayment‘iany pay-

: I entric route the Government has to fol- : S
tion specific to each employee that woul . . o ..ment in excess of that which is properly
S . ow in a case like this in order to benefit , ~/ L T
be necessary to determine if any tips fel . du€’). The overall implication is that em-
) . rom the presumption of correctness that an
short of the estimates or outside the wage loyers are meant to pay taxes based on

band® Presumably because of this Statugggregate assessment carries. Under tgssecific information provided by others. As

tory exception, the Secretasyregulations general authorization to make assessmena, ractical matter, the tips themselves are
y exception, Byreg 6 U.S.C. Sec. 6201, on which the Gov2 P ’ b
regarding employer recordkeeping do no

L nment relies, any assessment is precedgat the true basis for liability; instead, it is
impose any obligations beyond those Mens. jiability for ,taxes Sec. 6201(a) The an employee report that creates the obli-
tioned in Sec. 6001. See 26 CFR Secgy, o0 Y. (7 B> S€C B 8 Lo gation.

31.600%5 (2001) (describing required ~ .. y oL Some event must therefore trigger li-
: ) quiries, determinations, and assessments of .. .
records). This absolution from recordkeep- ability for taxes on unreported tips before

ing is mirrored by the fact that tips areaII tfv.(es " 'Whlc‘h ha‘ve not bee'n duly paldthe IRS can make the assessment, and this
..."); ante, at 3 (‘An ‘assessmenamounts

S0f course, even the IRS has not explained the precise manner in which the employer is expected to generate such records. Before the Court oflRBpaajseththat the employer could require employees to
pool all tips, and thereby keep track of them. See 242 F.3d 844, 848, n. 6 (CA9 2001). The court properly rejected this conteitéojing$ the way a restaurant does business It would be akin to saying that a
restaurant must charge a fixed service charge in lieu of'tifsd. Before this Court, the IRS instead argued thewery employer should hire reliable people who they can trust to follow the 'rulée. official tran-
script records'Laughter’ Tr. of Oral Arg. 27.

“Such is in keeping with the general rule that burdens shift to those with peculiar knowledge of the releva@afapbell v. United States, 365 U.S. 85, 96 (1961) [T]he ordinary rule . . does not place the burden
upon a litigant of establishing facts peculiarly within the knowledge of his adveisaygtional Communications Assn. v. AT&T Corp., 238 F.3d 124, 130 (CA2 2001)[@A]ll else being equal, the burden is better placed

on the party with easier access to relevant informé&piod J. Wigmore, Evidence Sec. 2486, p. 290 (1981)]he burden of proving a fact is said to be put on the party who presumably has peculiar means of knowl-
edgé (emphasis deleted)).

SThe statute refers only to charged tips, rather than cash tips, but the IRS does not dispute that the employer has no obligation to keep any rétbhode Isppaifically required under 26 U.S.C. Sec. 6053, and the
IRS's regulations on the subject do not impose any requirements with respect to cash tips. See 26 CFR See5 321 Moreover, it would be irrational to read 26 U.S.C. Sec. 6001 to require an employer to
keep detailed records only of cash tips while, for example, being relieved of the burden to record which employees received which charged fis, the wihetpace was used for something other than tips, or how
employees allocated charged tips amongst themselves via the procéipioly out (sharing tips with supporting waitstaff who do not receive their own tips, such as bartenders and hosts).
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event turns out to be the notice and dethe consequences of notice and demand employees, for the purpose of collecting
mand for which Sec. 3121(q) makes spethe very instant liability arises. FICA taxes that will ultimately be refunded,
cial provision in such a caseOnly after The second difference goes to the authat do not increase the accuracy of indi-
notice and demand can the Governmerthority for estimating liability. The IRS finds vidual earnings records, and probably over-
proceed to assessment under Sec. 620this authority implicit in Sec. 6201, which estimate the true amount of taxable
Whereas the usual sequence is assessmenithorizes assessmentsite, at 4. In the earnings.
then notice and demand, see 26 U.S.C. Sagsual case, the estimate is thus made in cal- In fact, the only real advantage to the
6303, here it is notice and demand, then agulating the assessment, which occurs afRS seems to be that the threat of audit, liti-
sessment. ter the event that creates the liability bein@ation, and immediate liability may well
The IRS does not dispute this. It conestimated and assessed. But in the case fgfce employers to assume the job of moni-
cedes that it does not rely upon Sec. 620e tips unreported by the employee, thertoring their employeesips to ensure ac-
before issuing the notice, see Reply Briefyouid be no liability until notice and de- curate reporting. But if that explanation for
for United States 1816, but instead per- ,and is made under Sec. 3121(q), and fhe Governmens practice makes sense of

forms a*pre-assessmenestimate (for g consequently at this point that the estii_t, it also flips the Government from the fry-
which, incidentally, no statutory authori- i

: ) hen it i . q I,mate is required. The upshot is that the edld Ipant mtg ghe fire. Ct?ngretstsh ha}ngr(re]w—
zation eX|§ts). Then it issues notice an ('fimate has to occur before the statytSUS!Y Stymied every attempt the as
ability having now attached) uses the sam

. - Elaimed to authorize it, Sec. 6201, is everﬁnade t0 impose such a burden on employ-
estimate for the official assessment undeé licable. That is. the IRS savs it can esgrs. In the days when employers were re-
Sec. 6201. tires';\te becéuse i c,an asSess )a/md it can Séa_onsible only for withholding the

Again, at first blush, it is tempting to say ’ aemployes share of the FICA tax, the IRS

that the sequence of events may be u sess because it can previously eStImatg\ttempted to force employers to include tip
income on W-2 forms; this effort was

?asoning this circular may warrant sus-
usual, but under the aggregate assessment.

practice the employer-taxpayer ends up i icion. blocked when Congress modified 26 U.S.C.
the same position he would have been in E Sec. 6041 to exclude tip income expressly
if he failed to pay FICA taxes on reported from the W-2 requirements. See Revenue

tips. But there are two very significant dif- There is one more source of suspicionAct of 1978, Sec. 501(b), 92 Stat. 2878.
ferences. It is true that the employer whdn 1993, Congress enacted an income tawhen the IRS interpreted the credit avail-
is delinquent as to reported tips ends upredit for certain employers in the amoung@ble under Sec. 45B to apply only to tips
subject to liability on the basis of third- of FICA taxes paid on tips in excess of theeported by the employee pursuant to 26
party action (the employ&ereport) which  minimum wage. 26 U.S.C. Sec. 45B. ThdJ.S.C. Sec. 6053(a), Congress overruled the
assessment invests with a presumption @xistence of the credit creates a peculidRS and clarified that the credit would ap-
correctness, and which notice and demargtheme, for unless we are to assume thpty to all FICA taxes paid on tips above
then make a basis for possible liens and levestaurateurs are constantly operating on ttibose used to satisfy the employemini-
ies. But in that case, the employtiabil- knife-edge of solvency, never able to usenum wage obligations. See Small Busi-
ity, and exposure to collection mechanismghe credit (even with its 20-year carryfor-ness Job Protection Act of 1996, Pub. L.
is subject to the important safeguard of thevard, see 26 U.S.C. Sec. 39), the IRS haNo. 104-188, Sec. 1112(a), 110 Stat. 1759.
employeés report. Whatever the employedittle reason to expect to gain much fromFinally, when the IRS developed its Tip Re-
may do, it will not be in his interest to re- the employer-taxpayer; the collection efporting Alternative Commitment (TRAC)
port more tips than he received, exposindprt will probably result in no net benefit program,ante, at 11-12, Congress for-
himself (and, incidentally, his employer) toto the Government (except, perhaps, as dade the IRS fronithreaten[ing] to audit
extra taxation. But this safeguard is eninterest-free loanj.And because, as noted,any taxpayer in an attempt to coerce the
tirely lost to the employer, through no faultthe aggregate method chosen by the IR@Gxpayet into participating. Internal Rev-
of his own, if the Government can make agwill not affect individual employeésvage- enue Service Restructuring and Reform Act
gregate assessments. The innocent ergarning records, the estimates do not evesf 1998, Sec. 3414, 112 Stat. 7%Bnd al-
ployer has few records and no protectioplay much of a bookkeeping role. There ighough the use of a threatened aggregate es-
derived from the employe interest. Yet something suspect, then, in the IRS$n- timate (after an audit) to induce monitoring
without any such protection he is, on thesistence on conducting audits of employef employee tips may not technically run
Governmeris theory, immediately liable for ers, without corresponding audits ofafoul of that statute, it is difficult to imag-

“The majority takes note of this unusual scheme, but finds significance only in the fact that until notice issues (and liability arises), intexetstutodste, at 10-11. But to interpret the statute as nothing more than
a method of preventing the running of interest avoids the significance of 3121(q), because there is already a statute that prevents interesunpaithgIGA taxes. Sec. 6205(a)(1).

8 At oral argument, the Government contended that the payment of the FICA tax, coupled with the Sec. 45B credit, benefited its accounting by jemettitsgte be appropriately allocated between the Social
Security trust fund and general revenue. See Tr. of Oral Arg220

©To some extent, the modification of the Sec. 45B credit and TRAC may be taken as congressional awareness 'af phactiR® of making aggregate assessments. After all, there is no need to clarify that Sec. 45B
is available for taxes on unreported tips unless such taxes are, in fact, being paid, and the TRAC program itself depends on the existence ciseggregats, decause tivarrot offered to employers to encour-
age participation is the IRS promise to refrain from such assessments.

With respect to Sec. 45B, however, prior to Congiessodifications, the IRS regulations did not allow for the credit even when an individual employee was assessed and corresponding notice arsieiéneand is
the employer. See 58 Fed. Reg. 68033 (1993) (temporary regulation Sec. 1.45B-1T). Thus, Gongnéfisation did not depend on the existence of aggregate assessments. As for TRAC, at the time that Congress
forbade the IRS from coercing participation, the IRS had actually halted the aggregate assessment practice. See Director, Office of Emplogimémisifakioh and Compliance, Memorandum for Regional Chief
Compliance Officers (June 16, 1998), App. +067. Moreover, the simple (and realistic) answer is just that Congress did as asked; restaurateurs complained about a specifie. pitactatened audits, and Con-
gress responded with a targeted statute.
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ine that Congress would allow the aggregoes far to abridge the catalog of oddities Thus the context establishes that a sin-
gation practice as a lever on employerghat come with the Governmeéstposi- gular reading is the one that makes sense

when it forbade the use of an audit for theion. by eliminating the eccentricities entailed by
same purpose. First, sticking to the singular means thathe aggregate reading, some of which seem
the employer will not be assessed more tasthfair to employer taxpayers. Of course, this

i than the employee himself should paymeans that the problem of underreporting

whether or not the employee is sued for 4Ps Will be harder to solve, but it seems

Consider an alternative. | have noted al-. T i
like amount, the respective liabilities of em-Cléar that Congress did not mean to solve

ready that even the Government tacitly ac- it by allowing the IRS to use its assess-

. loyer and employee will be restored to par-
knowledges the crucial role of Sec. 3121(q)i?[y ),/And by ke F;nythe emploves liabilit P ment power to shift the problem to em-
the source of its authority to issue notice” y Xeying ploy Y

: ) ._.ployers. | would therefore affirm the
and demand, without which there is no 0 @ particular employee, the near Cenaln‘gjdgment of the Ninth Circuit.

ability on the employes part for FICA of overassessment will be replaced with

taxes on unreported tips and thus no pos“—ke!'htOOd Of.jm a;c cutr::l te assessrr:jenft ttak-
sibility of assessment under Sec. 6201. ({19 Into consideration Ihe wage band of tax-
l%mty under FICA.

makes sense, then, to understand the sco% S d. the fact that th | h
of authority to make the assessment as be- e'cog h € fac at i f emp tpye: ;S
ing limited by the scope of the authority 1o SXETCISEd NIS EXPress, statultory option fo de-

issue notice and demand, and it Iikewisc%lme to keep tipping records on his work

makes sense to pay close attention to the' °° (\;\{Hltnod_longer ptlace hlltm E}It ZUCh Ian
text of that authorization. immediate disadvantage. 1 Wil be refa-

tively easy to discover the basis for the tax

The special provision in Sec. 3121(q) forcalculation in a particular instance.

notic_e and demand against gn employer says Third, if indeed the Government first es-
nathing and suggests nothing about 499" plishes the employ&sliability for unre-

gate assessments. It reads that when an eBb’rted tips, notice and demand under Sec.

ployer was furnished"no statement 3951 q) will then serve what on its face
including such tip% or was given afin-  goams'to be its obvious purpose, to pro-
accurate or incompleteone, the remunera- yide the employer with reliable informa-
tion in the form of“such tip$ shall be tjgn, like the employee tip reports that
treated as if paid on the date notice and desimilarly trigger liability, so that the em-
mand is made to the employer. 26 U.S.Gployer will have no further need for keep-
Sec. 3121(q)*[S]uch tips are described ing track of employee tips. Although this
as“tips received by an employee in theis not the time to decide whether the IRS
course of his employmeiitibid. Thus, by must formally audit the employ&eown tax
its terms, the statute provides for notice angiability first, there is at least one reason to
demand for the tax on the tips 6&n em- think Congress assumed that it would. There
ployee; not on the tips of employeesor is no statute of limitations on an employ-
“all employee’ aggregated together. And,er's FICA tax liability for unreported tips
of course, if notice and demand is limited(because the statute does not run until af-
to taxes on tips ofan employeé, that is ter liability attaches, and no time limits are
the end of aggregate estimates. imposed upon the issuance of the notice that
It is true that under the Dictionary Act, triggers liability). But there is a statute of
1 U.S.C. Sec. 1, a statutory provision in théimitations for assessments against employ-
singular may include the plural where thakes. 26 U.S.C. Sec. 6501. Conditioning the
would work in the contextlbid. “[Aln em- employets liability on a parallel obliga-
ploye€ could cover‘employee$ and the tion of the employee would in effect place
notice and demand could cover tips rea limitation period on the employer ex-
ceived during“their employment, “un- posure.
less the context indicates otherwisgid. Finally, of course, the tension with Con-
But here, the context does indicate othergresss admonition that the IRS not
wise. The anomalies | have pointed out oc*threaten to audit any taxpayer in an at-
cur when the singulatremployeé in Sec. tempt to coerce the taxpayeinto partici-
3121(q) is read to include the plural, whichpating in TRAC will be eliminated. If the
in turn is crucial to allowing aggregate no-employer is liable only after an individual
tice, demand, and assessment; and it turesnployeés delinquency has been calcu-
out that reading the statute to refer only tdated, the use of mass assessments to force
a particular employés tips and limiting no- an employer, in self-defense, to institute
tice, demand, and assessment accordinglyRAC will simply vanish.
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Part lll. Administrative, Procedural, and Miscellaneous

Weighted Average Interest weighted average interest rate and the renonth in revenue rulings, notices or other
Rate Update sulting permissible range of interest rateguidance published in the Internal Rev-
used to calculate current liability for the pur-enue Bulletin.
pose of the full funding limitation of = The rate of interest on 30-year Trea-
Notice 2002-74 §412(c)(7) of the Code. sury Securities for October 2002 is 4.93 per-
Section 417(e)(3)(A)(ii)(Il) of the Code cent. Pursuant to Notice 20826, 200215
Sections 412(b)(5)(B) and 412(l)(7)(C)(i)defines the applicable interest rate, which.R.B. 743, the Service has determined this
of the Internal Revenue Code provide thamust be used for purposes of determiningate as the monthly average of the daily de-
the interest rates used to calculate curretihe minimum present value of a partici-termination of yield on the 30-year Trea-
liability for purposes of determining the full pants benefit undeg 417(e)(1) and (2), as sury bond maturing in February 2031.
funding limitation unde§ 412(c)(7) and the the annual rate of interest on 30-year Trea- Section 405 of the Job Creation and
required contribution unde§ 412(I) must sury securities for the month before the dat@orker Assistance Act of 2002 amended
be within a permissible range around thef distribution or such other time as the Sec8 412(1)(7)(C) of the Code to provide that
weighted average of the rates of interest oretary may by regulations prescribe. Secfor plan years beginning in 2002 and 2003
30-year Treasury securities during the fourtion 1.417(e}1(d)(3) of the Income Tax the permissible range is extended to 120
year period ending on the last day befor&egulations provides that the applicable inpercent.
the beginning of the plan year. terest rate for a month is the annual inter- The following rates were determined for
Notice 88-73, 19882 C.B. 383, pro- est rate on 30-year Treasury securities abe plan years beginning in the month
vides guidelines for determining thespecified by the Commissioner for thatshown below.

90% to 110% 90% to 120%
Weighted Permissible Permissible
Month Year Average Range Range
November 2002 5.58 5.02t0 6.14 5.02 to 6.70
Drafting Information regulations thereunder for individuals fil-may expeditiously obtain approval of a

o ) _ . ing federal income tax returns on a fiscathange in their annual accounting periods

The principal author of this notice is year basis to obtain automatic approval ofo a calendar year. The proposed revenue
Todd Newman of the Employee Plans, Tahe Commissioner to change their annugbrocedure also would modify and super-
Exempt and Government Entities Divi-accounting periods to a calendar year. sede Rev. Proc. 820, 19812 C.B. 604,
sion. For further information regarding this |, general, the proposed revenue progyhich modifies Rev. Proc. 650 with re-
notice, please contact the Employee Plangedure incorporates several rules that alghect to the time and place for filing ap-
taxpayer assistance telephone service gmilar to those of Rev. Proc. 20037, plications thereunder
1-877-829-5500 (a toll-free number), be- 300222 |.R.B. 1030, and Rev. Proc. 2002 e Senvice welcomes comments on the
tween the_ hours of 8:00 a.m. and 6:30 p.Mgg, 200222 I.R.B. 1037, which provide roposed revenue procedure provided in this
Eastern time, Monday through Friday. Mr.procedures for corporations and certain pasg- t_p c ‘ P hould b P bmitted b
Newman may be reached at202-283-  through entities, respectively, to obtain aun o - gmzrggg y §hou Oe sUbmEed by
9888 (not a toll-free number). tomatic approval to change their annual 21uan 6. - elfher to:
accounting periods. For example, under thg\ternal Revenue Service
proposed revenue procedure, individualp 0. Box 7604

Changes in Accounting with a.majority_ interest or de rrinirr_i_sin— Ben Franklin Station
Periods terest in certain pass-through entities Mayyashington, DC 20044
qualify for automatic approval for their  a¢n- Associate Chief Counsel

_ change. (Income Tax & Accounting)
Notice 2002-75 The propqsed revenue procedure would CC:ITA, Room 5026
modify, amplify, and supersede Rev. Proc.

This notice provides a proposed rev66-50, 19662 C.B. 1260. Rev. Proc. 660 or electronically via:
enue procedure that, when finalized, willprovides an administrative procedure
provide the exclusive procedures undewhereby certain individuals filing federal Notice.Comments@ml.irscounsel .treas.gov
§ 442 of the Internal Revenue Code and thincome tax returns on a fiscal year basi§the Service comments e-mail address).
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SECTION 7. GENERAL APPLICATION term*“annual accounting periddneans the
PROCEDURES annual period (calendar year or fiscal year)
.01 Approval on the basis of which the taxpayer regu-
.02 Filing Requirements larly computes its income in keeping its
(1) Where to file books.
(2) When to file .02 Change in Taxable Year.
(3) Label (1) In general. Section 1.4421(a)(1)
(4) Signature requirements generally provides that a taxpayer that wants
(5) No user fee to change its annual accounting period and
use a new taxable year must obtain the ap-
proval of the Commissioner.

(2) Annualization of short period in-
come. Section 443(b) ang 1.443-1(b)(1)(i)
generally provide that if a return is made
for a short period resulting from a change
of an annual accounting period, the tax-
able income for the short period must be
placed on an annual basis by multiplying
the income by 12 and dividing the result by
the number of months in the short period.
SECTION 10. EFFECT ON OTHER yplesss 443(b)(2) andg 1.443-1(b)(2) ap-
DOCUMENTS ply, the tax for the short period generally
is the same part of the tax computed on an
annual basis as the number of months in the
short period is of 12 months. Section 443(c)
generally requires a similar adjustment to

This revenue procedure provides the exhe deduction for personal exemptions.
clusive procedures undér442 of the In- (3) No retroactive change in annual ac-
ternal Revenue Code ar§il.442-1(b) of counting period. Unless specifically autho-
the Income Tax Regulations for individu-rized by the Commissioner, a taxpayer may
als within its scope filing federal income not request, or otherwise make, a retroac-
tax returns on a fiscal year basis to obtive change in annual accounting period.
tain automatic approval to change their an- .03 Approval of a Change. Section
nual accounting periods to a calendar yeat..442-1(b) provides, in part, that in order
This revenue procedure modifies, amplito secure the approval of the Commis-
fies, and supersedes Rev. Proc=66, sioner to change an annual accounting pe-
1966-2 C.B. 1260, and modifies and su-riod, a taxpayer must file an application,
persedes Rev. Proc. &40, 19812 C.B. generally on Form 1128\pplication to
604. An individual that complies with all Adopt, Change, or Retain a Tax Year, with
of the applicable provisions of this rev-the Commissioner within such time and in
enue procedure will be deemed to have esuch manner as is provided in administra-
tablished a business purpose and to havie procedures published by the Commis-
obtained the approval of the Commissionegioner. In general, a change in annual
of the Internal Revenue Service to chang@ccounting period will be approved if the
the individuals annual accounting periodtaxpayer establishes a business purpose for
to a calendar year und&r42 and the regu- the requested annual accounting period and
lations thereunder. agrees to the Commissionermprescribed

terms, conditions, and adjustments for ef-
SECTION 2. BACKGROUND fecting the change.

.01 Taxable Year Defined. .04 Special Rule for Newly Married

(1) In general. Section 441(b) and Couples. Section 1.4421(d) provides a spe-

§ 1.441-1(b)(1) provide that the terrftax- cial rule under which a newly married hus-

able yeat generally means the taxpay-band or wife may obtain automatic approval
er's annual accounting period, if it is ato change his or her annual accounting pe-
calendar or fiscal year, or, if applicable, theiod in order to use the annual account-

SECTION 8. REVIEW OF APPLICATION
.01 Service Center Review
.02 Review of Director

SECTION 9. EFFECTIVE DATE AND
TRANSITION RULE

.01 Effective Date

.02 Transition Rule

DRAFTING INFORMATION
SECTION 1. PURPOSE

taxpayetrs required taxable year.
(2) Annual accounting period. Section

ing period of the other spouse so that a joint
return may be filed for the first or second

441(c) andg 1.441-1(b)(3) provide that the taxable year of that spouse ending after the

885
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date of the marriage. Generally, this change .02 Inapplicability. This revenue proce- pose, an interest in a pass-through entity is

is made by filing a federal income tax re-dure does not apply to: de minimis only if, for each of the prior
turn for the short period, and not by fil- (1) Newly married couples subject to three taxable years of the individual:
ing a Form 1128. § 1.442-1(d). An individual that is permit- (i) the amount of income (including or-

ted to change to the annual accounting pefinary income or loss, capital gain or losses,
SECTION 3. SIGNIFICANT CHANGES j5q of the individuals spouse under rents, royalties, interest, dividends, and de-
Significant changes to Rev. Proc.-66 §1.442-1(d). See section 2.04 of this rev-duction equivalept Qf credits) from such
50, as modified by Rev. Proc. 840, enue procedure. pass-through entity is less than or equal to
include: (2) Interest in a pass-through entity. An ~ (A) 5 percent of the individu& gross in-
01 Section 4.01 of this revenue proce1ndividual that has an interest in a passeome (without adjustments) from all sources
dure provides that this revenue procedurg‘rough entity as of the end of the short pefor those taxable years, and (B) $10,000;
riod. However, an interest in a pass-throughand
within its scope to automatically changeentitY will be disregarc_ied for t.his pur-- (ii) the gmount o_f the individua gross
their annual accounting period to the calPSe if any of the following conditions areincome (without aq!ustmepts) from all such
endar year: met: pass-through entities is, in the aggregf';\te,
.02 Section 4.02 of this revenue proce- (a) the pass-through entity would be re{ess than or equal to the amoun.ts described
dure does not limit the scope of this rev_quired under the Code or regulations ton.(A) and (B) above. See section 4.04 of
enue procedure to individuals who receivé:hange its taxable year tp 'the new palenh!s revenue procedure for an example of
only certain listed types of income; de_lr taxal_)Ie year of the individual (or, if a_lp-th|s rule.
plicable in the case of a controlled foreign .03 Nonautomatic Changes. Individu-

:03 Section 4.02(2) of this revenue IorO'cor oration (CFC) or foreign personal holdg|s that ligibl btai t
cedure retains the general rule of Rev. Pro?ﬁgpcompany (FPHC) to agtafable year tha-?ns that are nloft e |9|h e to obtain auto-
66-50 that precluded the use of the aUtot_)egins one month earlier than the new ca a'qc o -Or a change In aceouniing
matic change procedures by individuals de; & "~ year of the individual). Se b?”Od under this revenue procedure, ap-
riving income from interests in pass-through. .- 02" 2 - oroce e fo‘?)llca_bl_e regulations, or any other published
entities, but provides that interests in pass; special .term and condition related to thiédmlnlstratlve procedures, n_1us_t secure prior
through entities will be disregarded in Cer oy ception: %pprova_l from the Commissioner for a
tain circumstances; (b) the bass-through entity is a fiscal yeachange in annual accounting _perlod pur-
.04 Section 6 of this revenue proce- . . Suant to§ 442 and the regulations there-

. - partnership that is owned equally (50-
dure imposes additional terms and condi: nder.See Rev. Proc. 200239, 200222
.R.B. 1046.

tions similar to those of Rev. Proc. 2002 percent) by o partners, one or both o
) ' whom are individuals, and the individual . .
37, Rev. Proc. 20038, and Rev. Proc. .04 Example. (i) F, an individual hav-

... and the partnership both want to change to
2002-39. These terms and Condltlorlsthe newpcalendar Paxable year of the gthépg a taxable year ending June 30, wants

mcludei imitati i back of 50-Percent partner. See section 6.07 of thi9 change s taxable year to the calendar
(1) a limitation on the carryback of procedure for a special term an¥ear. F has interests in the capital and prof-

net operating losses over $10,000 or g€, yiion related to this exception; its of five partnerships, IJK, LMN, OPQ,

tehral thS'tneSS. (;lr.edltz that are generated i (c) the new calendar taxable year of th&*ST, and UVW. All of the partnerships
€ short perio ’_an . individual would result in no Change in, orhave been in existence for at least three tax-
ated (Zt)'t'a reqU|remert1|t thﬁt Certt?]'n "®less deferral (as described f11.706- able years. B interest in 13K is greater than
ated entities concurrently change their ani(b)(s)) of income from the pass-throughb0 percent. IJK uses a majority interest tax-
nual accounting period to the new calendar ' ! e .
e entity than the present taxable year of thable year of June 30.'§interest in LMN
taxable year of the individual owner. Co A ] )
: . individual. If the pass-through entity is ais 50 percent; the other 50 percent inter-
05 Section 7.02 of this revenue proce; artnership, CFC, or FPHC, the individualest is owned by G, an individual filing fed-
dure extends the due date for filing a Fomghould co?r; are ,the existir’1 deferral eeralI incvc\:me tai re,turn; olr\1llaucaIeI|I1d%r ear
1128 under this automatic revenue proce- P 9 raip . ary
L riod (between the pass-through eritand basis. LMN also wants to change its tax-
dure to the due date of the individisafed- S .
. ) . . __the individuals current taxable years) withable year to a calendar year. LMN uses a
eral income tax return (including extensions :
for the first effective vear as defined in sec-he new deferral period (between the newune 30 taxable year under the least ag-
tion 5.03 year, required year of the pass-through entity andregate deferral rules &1.706-1(b)(3). Fs
T the individuals new calendar taxable year).interests in OPQ, RST, and UVW are 15
SECTION 4. SCOPE See section 4.04 of this revenue procepercent, 10 percent, and 5 percent, respec-
dure for an example of this rule; or tively. OPQ uses its majority interest tax-
.01 Applicability. Except as provided in  (d) for pass-through entities not quali-able year undeg 706(b)(4), which ends
section 4.02, this revenue procedure, whicfying for the exceptions in section May 31; RST and UVW each use their re-
is the exclusive procedure for individuals4.02(2)(a), (b), or (c) of this revenue pro-spective majority interest taxable years un-
within its scope, applies to an individual re-cedure, the pass-through entity in which theler § 706(b)(4), which end December 31.
questing automatic approval to change thmdividual has an interest has been in exF's distributive share of income/(loss) from
individual's annual accounting period to aistence for at least three taxable years andPQ for each of the prior three taxable

calendar year. the interest isde minimis. For this pur- years is $5,000, $(1,000), and $2,000, re-
November 25, 2002 886 2002-47 1.R.B.
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spectively. Fs gross income for each ofthrough entity means a partnership; a trustally must be made on the basis of a full 12
those same taxable years from all sourcemn estate; a common trust fund (as demonths ending on the last day of the new
was $150,000. fined in §584); a CFC (as defined in calendar taxable year, unless the individual
(i) F's interests in B pass-through en- § 957), but only to the extent the indi- secures the approval of the Commissioner
tities will be disregarded only if each passvidual is a U.S. shareholder (as defined ino change that taxable year.
through entity satisfies one of the exception§ 951(b)); an FPHC (as defined §552), .05 Creation of Net Operating Loss. If
enumerated under section 4.02(2) of thibut only to the extent the individual is athe individual generates a net operating loss
revenue procedure.interest in IJK may U.S. shareholder (as defined b51(a)); (NOL) in the short period required to ef-
be disregarded under the exception in se& paSSiVG fOfeign investment CompanYect a Change in annual accounting pe-
_tion 4.02(2)(a), _because_ Fis th? majoritfPFIC), but only if the |nd|V|dua! has eleCt?driod, the individual may not carry the NOL
interest partner in 1JK.’8 interest in LMN  to treat such PFIC as a qualified electing,, . 't must carry it over in accordance
may be disregarded under the exception ifund (as defined ir§ 1295); and a closely- i tha brovisions of 172, beginning with
section 4.02(2)(b), because both F and LMNield real estate investment trust (as dgp . gt taxable year after the short pe-
are changing to the calendar taxable yeaifined in § 6655(e)(5)(B)), but only to the iod. However. the short period NOL is car-
which is the taxable year of individual G,extent the individual is described in .~ - b .
ried back or carried over in accordance with
the other 50 percent partner.sFinterests 8§ 6655(e)(5)(A). § 172 if it is either: (a) $10,000 or less, or
in RST and UVW may each be disregarded .03 First Effective Year. The first effec- ' : '
under the exception in section 4.02(2)(c)tive year is the first taxable year for which(?) results from'a short period of 9 months
because % new taxable year would re-a change in annual accounting period is e’ /0nger and is less than the NOL that
sult in less deferral than'&old taxable year fective. Thus, in the case of a change, th@ould have resulted from a full 12-month
(a new deferral period of 0 months as comfirst effective year is the short period re-Period beginning with the first day of the
pared to the prior deferral period of 6quired to effect the change. The first ef-Short period.
months from December 31 and June 30fective year is also the first taxable year for .06 Creation of General Business Cred-
Because F is not the majority interest partcomplying with all the terms and condi-its. If there is an unused general business
ner in OPQ, and becausésfew taxable tions set forth in this revenue procedure necredit or any other unused credit gener-
year would not result in less deferral fromessary to effect the change in annuatted in the short period, the individual must
this partnership, B interest in OPQ may accounting period. carry that unused credit forward. An un-
be disregarded only if thde minimis ex- .04 Short Period. An individual's short used credit from the short period may not
ception in section 4.02(2)(d) is satisfied. Inperiod is the period beginning with the daybe carried back.
this case, the income from OPQ for eaclfollowing the last day of the old taxable .07 Concurrent Change for Related En-
of the prior three taxable years was less thayear and ending with the day preceding théties. If an individuals interest in a pass-

5 percent of F total gross income from all first day of the new taxable year. through entity is disregarded pursuant to
sources, and less than $10,000. Conse- section 4.02(2) because the related entity
quently, Fs interest in OPQ may be dis-SECTION 6. TERMS AND will be required to change its taxable year

CONDITIONS OF CHANGE to the individuals new calendar taxable

. he related entity must change its tax-
011 .Ach | ac- Yean the rel
01In General. Achange in annual ac able year either under Rev. Proc. 2682

regarded under thde minimis exception in
section 4.02(2)(d). Because all ofsfpass-

through interests are disregarded under Se&')unting period filed under this revenue

:'r?.n 4é0§(2)é F 'g E;l:jg'bée to change underprocedure must be made pursuant to th%lr'ch)\llé P‘I[EZI icl)ot? d8’ \;vr:mhevgr 'S S(Jrl)-to
IS Tevenue procedure. terms and conditions provided in this rey P cabie. ° refated party Is requir
change notwithstanding the testing date pro-

enue procedure. - : "
SECTION 5. DEFINITIONS .OZpShort Period Tax Return. The indi- =01 IS8 706(b)(4) or 898(c)(1)(C)(i).

The following definitions apply solely vidual must file a federal income tax re-secTION 7. GENERAL APPLICA-
for the purpose of this revenue procedureurn for the short period required to effectrjoN PROCEDURES

.01 Individual. In the case of married in- a change in annual accounting period by the
dividuals, for any year in which a hus-due date of that return, including exten- .01 Approval. Approval is hereby granted
band and wife file separate federal incomsions pursuant t§ 1.443-1(a). The indi- to any individual within the scope of this
tax returns, the terrhindividual’ includes vidual's taxable income for the short periodrevenue procedure to change the individu-
only the husband or wife who is applyingmust be annualized and the tax must bal's annual accounting period, provided the
to change his or her annual accounting pesomputed in accordance with the proviindividual complies with all the applicable
riod under this revenue procedure. For angions of§8 443(b) and (c), an@8 1.443- provisions of this revenue procedure. Ap-
year in which a husband and wife file al(b) and (c). proval is granted beginning with the first
joint federal income tax return, the teffim- .03 Record Keeping. The books of the effective year. Individuals granted approval
dividual’ includes both spouses, even ifindividual (records reflecting income ad-under this revenue procedure to change their
only one spouse is applying to change arquately and clearly on the basis of an arannual accounting period are deemed to
annual accounting period under this revaual accounting period) must be closed alsave established a business purpose for the
enue procedure. of the last day of the first effective year. change to the satisfaction of the Commis-

.02 Pass-through Entity. For purposes of .04 Subsequent Year Tax Returns. Re- sioner.
this revenue procedure the terrpass- turns for subsequent taxable years gener- .02 Filing Requirements.
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(1) Where to file. An individual who dure only if: (a) the Form 1128 is not filed .02 Transition Rule. If an individual
wants to change the individualannual ac- timely, or (b) the individual fails to meet within the scope of this revenue proce-
counting period pursuant to the provisionshe scope or any term and condition of thiglure filed an application with the national
of this revenue procedure must completgevenue procedure. If the change is desffice and the application is pending with
and file a Form 1128 with the Director, In-njed, the Service Center will return thethe national office on [INSERT DATE THIS
ternal Revenue Service Center, Attention=orm 1128 with an explanation of the reaREVENUE PROCEDURE IS RELEASED
ENTITY CONTROL, where the individual son for the denial. TO THE TAX SERVICES], the individual
files the individuals federal income tax re- 55 Review of Director. The appropri- may obtain approval under this revenue pro-
turn. No copies of Form 1128 are requiredye girector may ascertain if the change isedure. However, the national office will
to be sent to the national office. The indi-, o) accounting period was made in conprocess the application in accordance with
\{'fzugltgltshoer:::é?\tgﬁgf};g?;ﬁ:g;?ﬂi'ig;nbliance with all the applicable provisionsthe authority under which it was filed, un-
return filed for the short period required toOf this. revenue procedure. quividugls'eSS py the later of INSERT DATE THAT
effect the change. changing their annual accounting periodS 45 DAYS FROM THE DATE THIS

pursuant to this revenue procedure withREVENUE PROCEDURE IS RELEASED

2) When to file. A Form 1128 filed pur- .
suzgn?[ to this revenue procedure will bpe condUt complying with all the provisions (in- To THfE hTAIX SER\I/.|CES] or the IZSU_
sidered timely filed for purposes §f1.442- cluding the terms and conditions) of thi ance of the letter ruling granting or ceny-
1(b)(1) only if it is filed on or before the "€venue procedure ordinarily will be deemedd approval for the change, the individual

notifies the national office that the indi-

due date (including extensions) for filing thef® have initiated the change in annual act.\ "~ - 5 5 C LS proce-
i ntin riod without th roval of th S . o
federal income tax return for the short pecounting period outthe approval ottne, - ¢ ihe individual timely notifies the

riod required to effect such Change_ Commissioner. Upon examination, an in-

R - A . ational office that the individual wants to
(3) Label. In order to assist in the pro- dividual that has initiated an unauthonze&use this revenue procedure, the national of-

cessing of the change in annual accounthange of annual accounting period may bg

) . : «denied the change. For example, an indl_ce may require the individual to make ap-
ing period, reference to this revenu ge. Pe, propriate modifications to the application

procedure must be made a part of the Foriyjdual may be required to recompute the ing comply with the applicable provisions of
1128 by either typing or legibly printing the dividual’s taxable income or loss in

- . o , this revenue procedure. In addition, any user
following statement at the top of page 1 oficcordance with the individual's former tax—fee that was submitted with the applica-
gllgoFgrg]oégziikF"lLED UNDER REV. able year. tion will be refunded to the individual.

(4) Signature requirements. The Form ?E%gﬁ SNEFEEEET'VE DATE AND  se 110N 10. EFFECT ON OTHER
1128 must be signed by the individual. If DOCUMENTS
an individual is treated as mpludmg the hu;- .01 Effective Date. This revenue proce- This revenue procedure modifies, am-
band and wife under section 5.01 of thiy, e generally is effective for all changes lfies, and supersedes Rev. Proc 650
revenue procedure, the Form 1128 must B o541 accounting periods for which the[l) ’ ' ' ’

signed by both the husband and the wife; 966-2 C.B. 1260, and modifies and su-

_ irst effective year ends on or after [IN- _ B
(5) No user fee. A user fee is not re- SERT DATE THIS REVENUE PROCE- gg;fsedes Rev. Proc. 81-40, 1981-2 C.B.

quired for an application filed under thisy jrE | RELEASED TO THE TAX

revenue procedure and, except as prOV|de§JERV|CES]_ However, if the time period DRAFTING INFORMATION

: S reven Eor filing Form 1128 with respect to a tax-

the receipt of an application f"e?' under this,p|e year set forth in section 7.02(2) of this The principal authors of this revenue

revenue procedure generally will not be acze,/enye procedure has not yet expired, aprocedure are Roy A. Hirshhorn and

knowledged. individual within the scope of this rev- Michael Schmit of the Office of Associ-

SECTION 8. REVIEW OF APPLICA- €nue procedure may elect early appli.caate C.hief Counsel (In_come Tgx and Ac-

TION tion of the revenue procedure by providingcounting). For further information regard-

the notification set forth in section 7.02(3)ing this revenue procedure, contact Mr.

.01 Service Center Review. A Service on the top of page 1 of Form 1128 and byHirschhorn or Mr. Schmit at (202) 622—

Center may deny a change of annual asatisfying the other procedural require4960 (not a toll-free call).

counting period under this revenue procements of section 7.

November 25, 2002 888 2002-47 I.R.B.



Part IV. ltems of General Interest

Withdrawal of Notice of
Proposed Rulemaking

Requirement of Making
Quarterly Payments of the
Railroad Unemployment
Repayment Tax

REG-209116-89

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Withdrawal of notice of
proposed rulemaking.

SUMMARY: This document withdraws the
notice of proposed rulemaking relating to
the time and manner of making payments
of the railroad unemployment repayment
tax. The proposed regulations were pub-
lished in the Federal Register on May 13,
1993. The railroad unemployment repay-
ment tax provisions are no longer opera-
tive; therefore, these proposed regulations
are obsolete.

FOR FURTHER INFORMATION CON-
TACT: Kyle Finizio at (202) 622—6040
(not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

On May 13, 1993, the IRS published a
notice of proposed rulemaking (EE-79—
89, 1993-1 C.B. 635) in the Federal Reg-
ister (58 FR 28374) that proposed
amendments to the Employment Tax Regu-
lations under sections 6011, 6157, and 6302
of the Internal Revenue Code (Code) of
1986. These proposed regulations stated the
time and manner of making payments of the
railroad unemployment repayment tax (sec-
tions 3321-3322 of the Code). Section
3321(c) of the Code provides for the ter-
mination of the tax when certain loans to
the railroad unemployment fund are re-
paid. Because this repayment occurred on
June 29, 1993, the railroad unemployment
repayment tax provisions are no longer op-
erative. Thus, no railroad unemployment re-
payment taxes are payable with respect to
rail wages paid after July 1, 1993. See An-
nouncement 93-128 (1993-30 |.R.B. 88).

2002-47 1.R.B.

Therefore, proposed regulations 88 31.
6011(a)—-3A, 31.6157-1, and 31.6302
(c)—2A are hereby withdrawn.

* % % % %

Withdrawal of Notice of Proposed
Rulemaking

Accordingly, under the authority of 26
U.S.C. 7805 and 26 U.S.C. 6302, proposed
regulations §8 31.6011(a)—3A, 31.6157-1,
and 31.6302(c)—2A published in the Fed-
eral Register on May 13, 1993 (58 FR
28374), are withdrawn.

Robert E. Wenzdl,

Deputy Commissioner

of Internal Revenue.

(Filed by the Office of the Federal Register on November 6,

2002, 8:45 am., and published in the issue of the Federal Reg-
ister for November 7, 2002)

Notice of Proposed
Rulemaking and Notice of
Public Hearing

User Fees for Processing
Offers to Compromise

REG-103777-02

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed
rulemaking and notice of public hearing.

SUMMARY: This document contains pro-
posed amendments to the regulations re-
lating to user fees to provide for the
imposition of user fees for the processing
of offers to compromise. The charging of
user fees implements the Independent Of-
fices Appropriations Act (IOAA), which is
codified at 31 U.S.C. 9701. This docu-
ment & so contains a notice of public hear-
ing on these proposed regulations.

DATES: Written and electronic comments
must be received by Tuesday, February 4,
2003. Outlines of topics to be discussed at
the public hearing scheduled for Thurs-
day, February 13, 2003, must be received
by Thursday, January 23, 2003.
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ADDRESSES: Send submissions to:
CC:ITA:RU (REG-103777-02), room 5226,
Internal Revenue Service, POB 7604, Ben
Franklin Station, Washington, DC 20044.
Submissions may be hand delivered Mon-
day through Friday between the hours of
8 am. and 5 p.m. to: CC:ITA:RU (REG-
103777-02), Courier’s Desk, Internal Rev-
enue Service, 1111 Constitution Avenue
NW, Washington, DC. Alternatively, tax-
payers may send submissions electroni-
cally directly to the IRS Internet site at
www.irs.gov/regs. The public hearing will
be held in Room 4718 of the Internal Rev-
enue Service Building, 1111 Constitution
Avenue, NW, Washington, DC.

FOR FURTHER INFORMATION
CONTACT: Concerning submissions and/or
to be placed on the building access list to
attend the hearing, Treena Garrett, 202—
622—7180; concerning cost methodol ogy,
Eva Williams, 202-622-6400; concern-
ing the regulations, G. William Beard, 202—
622—-3620 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Offers to Compromise

Section 7122 of the Internal Revenue
Code gives the IRS the authority to com-
promise any civil or criminal case arising
under the internal revenue laws, prior to the
referral of that case to the Department of
Justice. Section 7122 aso directs the IRS
to prescribe guidelines for officers and em-
ployees of the IRS to determine whether an
offer to compromise is adequate and should
be accepted. Guidelines are contained in
§ 301.7122-1. Pursuant to § 301.7122—
1(b), an offer may be accepted if there is
doubt as to liability, if there is doubt as to
collectibility, or if acceptance will pro-
mote effective tax administration. Pursu-
ant to § 301.7122-1(b)(3), offers may be
accepted to promote effective tax admin-
istration if either: (1) the IRS determines
that, although collection in full could be
achieved, collection of the full liability
would cause the taxpayer economic hard-
ship within the meaning of § 301.6343-1,
or (2) there are no other grounds for com-
promise and there are compelling public
policy or equity considerations.

When an offer to compromise is re-
ceived, an initial determination is made as
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to whether the offer is processable. Cur-
rently, an offer is returned as nonprocess-
ableif the taxpayer isin bankruptcy, has not
filed required tax returns, or has not per-
fected the offer by properly preparing the
offer to compromise form and submitting
other required documents. Absent these con-
ditions, the offer is accepted for process-
ing and cannot be rejected without an
independent administrative review of the de-
cision to reject and, if the taxpayer chooses
to appeal the rejection, independent re-
view by the Office of Appesls. Even though
an offer accepted for processing may later
be returned to the taxpayer if the taxpayer
falls to provide requested information or the
IRS determines that the offer was submit-
ted solely to delay collection, such an of-
fer may not be returned before a manageria
review of the proposed return is completed
pursuant to § 301.7122-1(f)(5)(ii).

When the IRS accepts an offer, the tax-
payer receives the benefit of resolving its
tax liabilities for a compromised amount,
provided the taxpayer complies with the
terms of the compromise agreement. To en-
sure that the taxpayer complies with the
terms of the compromise agreement, the
IRS must continue to monitor the taxpayer
for a period of five years after the com-
promise is reached.

Even if an offer is rejected, the tax-
payer receives the benefit of having the IRS
process the offer and make an individual-
ized determination as to the adequacy of the
amount offered. In order to make that de-
termination, the IRS must value assets,
verify income-earning potential, and com-
pute allowable expenses. The taxpayer also
receives the benefit of certain deferred col-
lection activities. The IRS generally does
not make any levies to collect lighilities that
are the subject of an offer during the pe-
riod the IRS is evaluating whether the of-
fer will be accepted or rejected, for 30 days
immediately following the rejection of an
offer, and during any period when a timely
appeal from the rejection is being consid-
ered by the Office of Appeals.

Establishment of User Fees on Offers
to Compromise

The IRS is proposing user fees for the
processing of certain offers to compro-
mise tax liabilities pursuant to § 301.7122-1.

For the IRS to process an offer, pro-
posed section 300.3 establishes a $150 fee.
The user fee would be paid out of the

November 25, 2002

amount determined to be collectible from
the taxpayer and would be taken into ac-
count when considering whether the amount
offered is acceptable. Thus, imposition of
the fee would not change the net amount
paid by the taxpayer to compromise the li-
abilities.

The proposed user fee would not ap-
ply to offers based on doubt as to liabil-
ity, offers made by certain low income
taxpayers, offers accepted to promote ef-
fective tax administration, and offers ac-
cepted based on doubt as to collectibility
where there has also been a determina-
tion that, although an amount greater than
the amount offered could be collected, col-
lection of more than the amount offered
would create economic hardship within the
meaning of § 301.6343-1 (currently re-
ferred to as “special circumstances’ un-
der IRS procedures). In most of these
circumstances, the fees would be waived be-
fore being collected from the taxpayer.
However, if the fee is collected from the
taxpayer, but the offer is accepted to pro-
mote effective tax administration or based
on considerations of economic hardship, the
processing fee either would be refunded to
the taxpayer or applied to the amount of the
offer.

Offers based on doubt as to liability
would be excepted from the user fee based
on the inequity of the IRS charging a fee
to compromise an uncertain liability when
a compromise is based upon a reassess-
ment of the taxpayer’s liability for a tax
(and the agreed upon amount may, in fact,
provide for the full payment of the amount
actualy owed).

Offers made by low income taxpayers
would be excepted from the user fee in light
of section 7122(c)(3)(A), which prohibits
the IRS from regjecting an offer from a low
income taxpayer solely on the basis of the
amount offered. Section 7122(c)(3)(A) lit-
erally applies to the rejection of an offer
rather than the return of an offer for fail-
ure to pay a user fee. However, requiring
payment of a user fee from alow income
taxpayer would undermine section
7122(c)(3)(A) in cases where the taxpayer
does not have the ability to pay the fee. Of-
fers from low income taxpayers therefore
would be excepted.

Offers accepted to promote effective tax
administration would be excepted from the
user fee because the collection of afeein
these circumstances would undermine the

890

purposes of these programs. Offers ac-
cepted based on doubt as to collectibility
and a determination that collecting more
than the amount offered would create eco-
nomic hardship within the meaning of
§ 301.6343-1 would also be excepted be-
cause the criteriafor these offersis the same
as offers accepted to promote effective tax
administration based on economic hard-
ship.

Authority

The I0AA authorizes agencies to pre-
scribe regulations that establish charges for
sarvices provided by the agency (user fees).
The charges must be fair and be based on
the costs to the Government, the value of
the service to the recipient, the public policy
or interest served, and other relevant facts.
The IOAA provides that regulations imple-
menting user fees are subject to policies pre-
scribed by the President, which are currently
set forth in OMB Circular A-25, 58 FR.
38142 (July 15, 1993) (the OMB Circu-
lar).

The OMB Circular encourages user fees
for Government-provided services that con-
fer benefits on identifiable recipients over
and above those benefits received by the
genera public. Under the OMB Circular,
an agency that seeks to impose a user fee
for Government-provided services must cal-
culate its full cost of providing those ser-
vices. In general, the amount of a user fee
should recover the cost of providing the
special service, unless the Office of Man-
agement and Budget (OMB) grants an ex-
ception. Pursuant to the guidelines in the
OMB Circular, the IRS has calculated its
cost of providing services under the offer
in compromise program. The IRS has de-
termined that the full cost of investigat-
ing doubt as to collectibility and effective
tax administration offers averages $471
when streamlined procedures are used to in-
vestigate the financial condition of the tax-
payer, and $3,983 when more detailed
investigations are used. The IRS estimates
that 70 percent of offers are processed un-
der streamlined procedures. OMB has
granted an exception to the “full cost” re-
quirement of the OMB Circular.

The Treasury, Postal Service, and Gen-
eral Government Appropriations Act of
1995, Public Law 103-329 (108 Stat. 2382)
(the 1995 Appropriations Act) provides that
the Secretary may establish new fees for
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services provided by the IRS where such
fees are authorized by another law, such as
the I0AA.

The proposed user fees will be imple-
mented under the authority of the IOAA,
the OMB Circular, and the 1995 Appro-
priations Act.

Effective Date

These regulations are proposed to be ef-
fective thirty days after the date of publi-
cation in the Federal Register of the fina
regulations.

Special Analysis

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Ex-
ecutive Order 12866. Therefore, a regulatory
assessment is not required. It is hereby cer-
tified that these regulations will not have
a significant economic impact on a sub-
stantial number of small entities. Accord-
ingly, aregulatory flexibility analysisis not
required. This certification is based on the
information that follows. The economic im-
pact of these regulations on any small en-
tity would result from the entity being
required to pay a fee prescribed by these
regulations in order to obtain a particular
service. The dollar amount of the feeis not,
however, substantial enough to have asig-
nificant economic impact on any entity sub-
ject to the fee. Pursuant to section 7805(f)
of the Internal Revenue Code, this notice
of proposed rulemaking will be submit-
ted to the Chief Counsel for Advocacy of
the Small Business Administration for com-
ment on its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are submitted timely to the IRS.
The IRS and Treasury Department request
comments on the clarity of the proposed
regulations and how they may be made
easier to understand. All comments will be
available for public inspection and copy-
ing.

A public hearing has been scheduled for
Thursday, February 13, 2003, at 10 am. in
room 4718, Internal Revenue Building, 1111

Condtitution Avenue, NW, Washington, DC.

Due to building security procedures, visi-
tors must enter at the Constitution Av-
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enue entrance. In addition, dl visitors must
present photo identification to enter the
building. Because of access redtrictions, vis-
tors will not be admitted beyond the im-
mediate entrance area more than 30 minutes
before the hearing starts. For information
about having your name placed on the
building access list to attend the hearing,
see the “FOR FURTHER INFORMATION
CONTACT” section of this preamble.
The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments at the hearing must
submit electronic or written comments and
an outline of the comments to be discussed
and the time to be devoted to each topic
(signed original and eight (8) copies) by
Thursday, January 23, 2003. A period of 10
minutes will be alotted to each person for
making comments. An agenda showing the
scheduling of the speakers will be pre-
pared after the deadline for receiving out-
lines has passed. Copies of the agenda will
be available free of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is G. William Beard, Office of As-
sociate Chief Counsel (Procedure and
Admingtration), Collection, Bankruptcy and
Summonses Division.

* % * % %

Proposed Amendments to the Reg-
ulations

Accordingly, 26 CFR part 300 is pro-
posed to be amended as follows:

PART 300—USER FEES

Paragraph 1. The authority citation for
part 300 continues to read as follows:

Authority: 31 U.S.C. 9701.

Par. 2. Section 300.0 is amended as
follows:

1. Paragraphs (b)(3) is added.

2. Paragraph (c) is revised.

The addition and revision read as
follows:

§300.0 User fees; in general.

* % * % %

(b) * % %

(3) Processing an offer to compromise.

(c) Effective Date. This part 300 is ap-
plicable March 16, 1995, except that the
user fee for processing offers to compro-
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mise is applicable thirty days after the date
of publication in the Federal Register of
the final regulations.

Par. 3. Sections 300.3 is added to read
as follows:

§ 300.3 Offer to compromise fee.

(a) Applicability. This section appliesto
the processing of offers to compromise tax
ligbilities pursuant to § 301.7122-1 of this
chapter. Except as provided in this sec-
tion, this fee applies to all offers to com-
promise accepted for processing.

(b) Fee. (1) The fee for processing an
offer to compromise is $150.00, except that
no fee will be charged if an offer is—

(i) Based on doubt as to liability as de-
fined in § 301.7122-1(b)(1) of this chap-
ter; or

(ii) Made by a low income taxpayer, that
is, ataxpayer who fdls at or below the dol-
lar criteria established by the poverty guide-
lines updated annually in the Federal
Register by the U.S. Department of Health
and Human Services under authority of sec-
tion 673(2) of the Omnibus Budget Rec-
onciliation Act of 1981 (95 Stat. 357, 511)
or such other measure that is adopted by the
Secretary.

(2) The fee will, in the taxpayer’s dis-
cretion, either be refunded to the taxpayer
or applied against the amount of the offer
if the offer is—

(i) Accepted to promote effective tax ad-
ministration pursuant to § 301.7122-1(b)(3)
of this chapter; or

(i) Accepted based on doubt as to col-
lectibility and a determination that collec-
tion of an amount greater than the amount
offered would create economic hardship
within the meaning of § 301.6343-1 of this
chapter.

(3) Except as otherwise provided in this
paragraph (b), the fee will not be refunded
to the taxpayer if the offer is accepted, re-
jected, withdrawn, or returned as nonproc-
essable after acceptance for processing.

(c) Person liable for the fee. The per-
son liable for the processing fee is the tax-
payer whose tax liabilities are the subject
of the offer.
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Robert E. Wenzel,

Deputy Commissioner

of Internal Revenue.

(Filed by the Office of the Federal Register on November 5,

2002, 8:45 am., and published in the issue of the Federal Reg-
ister for November 6, 2002, 67 F.R. 67573)

Notice of Proposed
Rulemaking and Notice of
Public Hearing

Guidance Under Section
1502; Suspension of Losses
on Certain Stock Dispositions

REG-131478-02

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed
rulemaking and notice of public hearing.

SUMMARY: This document contains pro-
posed regulations that redetermine the ba-
sis of stock of a subsidiary member of a
consolidated group immediately prior to cer-
tain dispositions and deconsolidations of
such stock. In addition, this document con-
tains proposed regulations that suspend cer-
tain losses recognized on the disposition of
such stock. The regulations apply to cor-
porations filing consolidated returns. This
document also provides notice of a pub-
lic hearing on these proposed regulations.

DATES: Written or electronic comments
must be received by January 21, 2003. Out-
lines of topics to be discussed at the pub-
lic hearing scheduled for January 15, 2003,
at 10 am. must be received by December
27, 2002.

ADDRESSES: Send submissions to
CC:ITA:RU (REG-131478-02), room 5226,
Internal Revenue Service, POB 7604, Ben
Franklin Station, Washington, DC 20044.
Submissions may be hand delivered Mon-
day through Friday between the hours of
8 am. and 5 p.m. to CC:ITA:RU (REG-
131478-02), Courier's Desk, Internal Rev-
enue Service, 1111 Constitution Avenue,
NW, Washington, DC. Alternatively, tax-
payers may submit electronic comments di-
rectly to the IRS Internet site at:
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www.irs.gov/regs. The public hearing will
be held in room 6718, Internal Revenue
Building, 1111 Constitution Avenue, NW,
Washington, DC.

FOR FURTHER INFORMATION
CONTACT: Concerning the regulations,
Aimee K. Meacham (202) 622-7530; con-
cerning submissions, the hearing, and/or to
be placed on the building access list to at-
tend the hearing, Sonya M. Cruse (202)
622—7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The coallection of information contained
in this notice of proposed rulemaking has
been submitted to the Office of Manage-
ment and Budget for review in accordance
with the Paperwork Reduction Act of 1995
(44 U.S.C. 3507(d)). Comments on the col-
lection of information should be sent to the
Office of Management and Budget, Attn:
Desk Officer for the Department of the
Treasury, Office of Information and Regu-
latory Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
W:CAR:MP:FP:S, Washington, DC 20224.
Comments on the collection of informa-
tion should be received by December 22,
2002. Comments are specifically requested
concerning:

Whether the proposed collection of in-
formation is necessary for the proper per-
formance of the functions of the IRS,
including whether the information will have
practical utility;

The accuracy of the estimated burden as-
sociated with the proposed collection of in-
formation (see below);

How the quality, utility, and clarity of the
information to be collected may be en-
hanced;

How the burden of complying with the
proposed collection of information may be
minimized, including through the applica-
tion of automated collection techniques or
other forms of information technology; and

Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collection of information in these
proposed regulations is in § 1.1502—-35(c)
and 8§ 1.1502-35(f). This information is re-
quired by the IRS to verify compliance with
section 1502. This information will be used
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to determine whether the amount of tax has
been calculated correctly. The collection of
information is required to properly deter-
mine the amount permitted to be taken into
account as a loss. The respondents are cor-
porations filing consolidated returns. The
collection of information is required to ob-
tain a benefit.

Estimated total annual reporting and/or
recordkeeping burden: 10,500 hours.

Estimated average annual burden per
respondent: 2 hours.

Estimated number of respondents: 5,250.

Estimated annual frequency of responses.
on occasion.

An agency may not conduct or spon-
sor, and a person is not required to re-
spond to, a collection of information unless
it displays a valid control number assigned
by the Office of Management and Bud-
get.

Books or records relating to a collec-
tion of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and tax return
information are confidential, as required by
26 U.S.C. 6103.

Background

Section 1502 of the Internal Revenue
Code (Code) states that

[t]he Secretary shal prescribe such regu-
lations as he may deem necessary in or-
der that the tax liability of any affiliated
group of corporations making a con-
solidated return and of each corpora-
tion in the group, both during and after
the period of affiliation, may be returned,
determined, computed, assessed, col-
lected, and adjusted, in such manner as
clearly to reflect the income-tax liabil-
ity and the various factors necessary for
the determination of such liability, and
in order to prevent avoidance of such tax
liability.

The legiglative history regarding that
grant of authority states that “[a]mong the
regulations which it is expected that the
commissioner will prescribe are [regula-
tions addressing the] extent to which gain
or loss shall be recognized upon the sale by
a member of the affiliated group of stock
issued by any other member of the affili-
ated group [and] the basis of property
... acquired, during the period of affilia-
tion, by a member of the affiliated group,
including the basis of such property after
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such period of affiliation.” S. Rep. No. 960,
70th Cong., 1st Sess. 15 (1928).

In 1991, the IRS and Treasury Depart-
ment promulgated § 1.1502-20, which set
forth rules regarding the extent to which a
loss recognized by a member of a consoli-
dated group on the disposition of stock of
a subsidiary member of the same group was
allowed. Section 1.1502—20 provided that
a loss recognized by a group member on
the disposition of subsidiary member stock
was allowable only to the extent it ex-
ceeded the sum of “extraordinary gain dis-
positions,” “ positive investment adjust-
ments,” and “duplicated loss.” The rule not
only implemented section 337(d), which di-
rected the Secretary to promulgate regula
tions to prevent the circumvention of
corporate tax on appreciated property
through the filing of a consolidated re-
turn, but also was intended to further single
entity principles by preventing the deduc-
tion of stock losses that reflected a subsid-
iary member’s loss carryforwards, deferred
deductions, and unrecognized losses inher-
ent in its assets.

In Rite Aid Corp. v. United Sates, 255
F.3d 1357 (Fed. Cir. 2001), the United
States Court of Appeals for the Federa Cir-
cuit considered the validity of the dupli-
cated loss component of § 1.1502-20. The
court held that the duplicated loss compo-
nent of § 1.1502-20 was an invalid exer-
cise of regulatory authority.

In response to the Rite Aid decision, the
IRS and Treasury Department issued No-
tice 2002-11, 2002-7 |.R.B. 526, stating
that the interests of sound tax administra-
tion would not be served by the contin-
ued litigation of the validity of the
duplicated loss component of §1.1502—
20. Notice 2002-11 announced that, be-
cause of the interrelationship in the
operation of al of the loss disallowance fac-
tors of § 1.1502-20, the IRS and Trea-
sury Department had decided that new rules
governing loss disallowance on sdles of sub-
sidiary stock by members of consolidated
groups should be implemented.

On March 7, 2002, the IRS and Trea-
sury Department filed with the Federal
Register temporary regulations (T.D. 8984,
2002-13 |.R.B. 668 [67 F.R. 11034]) un-
der sections 337(d) and 1502 governing the
determination of a consolidated group’s a-
lowable stock 10ss on a disposition of sub-
sidiary member stock. Those regulations
included § 1.337(d)-2T, which generaly d-
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lows a loss on the disposition of subsid-
iary member stock only to the extent that
ataxpayer can establish that the stock loss
is not attributable to the recognition of
built-in gain. Section 1.337(d)-2T does not
disallow stock loss that reflects loss car-
ryforwards, deferred deductions, or built-in
asset losses of the subsidiary member.

Concurrently with the filing of
§ 1.337(d)-2T with the Federal Regis-
ter, the IRS and Treasury Department is-
sued Notice 2002-18, 200212 |.R.B. 644,
which stated that regulations would be pro-
mulgated that would defer or otherwise limit
the utilization of a loss on stock (or an-
other asset that reflects the basis of stock)
in transactions that facilitate the group’s uti-
lization of a single economic loss more than
once. Notice 2002-18 is based on the prin-
ciple that a consolidated group should not
be able to obtain more than one tax ben-
efit from a single economic loss. See
Charles lIfeld Co. v. Hernandez, 292 U.S.
62 (1934) (disallowing a worthless stock de-
duction recognized on a liquidation of a
subsidiary member because the group had
aready obtained the tax benefit from the
operating losses that gave rise to the de-
duction). The notice stated that the regu-
lations would apply to dispositions occurring
on or after March 7, 2002.

Explanation of Provisions

These proposed regulations reflect the
principle set forth in Notice 2002-18 that
a consolidated group should not be able to
obtain more than one tax benefit from a
single economic loss. The proposed regu-
lations consist primarily of two rules: a ba-
sis redetermination rule and a loss
suspension rule. The proposed regulations
aso include a basis reduction rule to ad-
dress certain cases not within the scope of
the loss suspension rule. Finally, the pro-
posed regulations include certain anti-
avoidance rules to address certain
transactions designed to avoid the appli-
cation of the basis redetermination and loss
suspension rules.

The rules in these proposed regulations
are intended to address at least two types
of transactions that may allow a group to
obtain more than one tax benefit from a
single economic loss. In the first type of
transaction, a group absorbs an inside loss
(e.g., aloss carryforward, a deferred de-
duction, or aloss inherent in an asset) of
a subsidiary member and then a member of
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the group recognizes a loss on a disposi-
tion of stock of that subsidiary member that
is duplicative of the inside loss. For ex-
ample, assume that in Year 1, P, a mem-
ber of a group, forms S with a contribution
of $80 in exchange for 80 shares of com-
mon stock of S (representing al of the out-
standing stock of S). In Year 2, P contributes
Asset A with abasis of $70 and a value of
$20 to Sin exchange for an additional 20
shares of S common stock. In Year 3, S
sells Asset A and recognizes a $50 loss,
which offsets income of P on the group’s
return. Under the investment adjustment
rules of § 1.1502-32, P's basisin each share
of S common stock it holds is reduced by
a pro rata share of the $50 loss, with the
result that the shares acquired in Year 1
have a basis of $40 and the shares acquired
in Year 2 have a basis of $60. In Year 4,
P sdlls the shares acquired in Year 2 for $20
and recognizes a $40 loss, which offsetsin-
come of P on the group’s return. In this
transaction, the group has obtained a to-
tal of $90 tax benefit from the single $50
loss.

Alternatively, assume that, in Year 1, P
forms S with a contribution of $100 in ex-
change for al of the common stock of S.
In Year 2, P contributes Asset A with a ba-
sis of $50 and a value of $20 to Sin ex-
change for al of the preferred stock of S.
In Year 3, S sells Asset A and recognizes
a $30 loss, which offsets income of P on
the group’s return. Under the investment ad-
justment rules of § 1.1502-32, P's basis in
each share of S common stock it holds is
reduced by a pro rata share of the $30 loss.
P's basis in its preferred shares, however,
is not reduced. In Year 4, P sélls the pre-
ferred stock of Sfor $20 and recognizes a
$30 loss, which offsets income of P on the
group’s return. In this transaction, the group
has obtained a $60 tax benefit from the
single $30 economic loss in Asset A.

Although, in both cases, a taxable dis-
position of the S common stock acquired
in Year 1 would offset the excess tax ben-
efit, the group has various non-taxable al-
ternatives by which to ensure that the excess
tax benefit is not reduced, including reten-
tion of the remaining shares of S or the lig-
uidation of Sin atransaction described in
section 332.

In the second type of transaction, a
member of the group recognizes a loss on
a disposition of subsidiary member stock
that is duplicative of an inside loss of the
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subsidiary member, the subsidiary remains
amember of the group, and the group sub-
sequently recognizes the inside loss of that
subsidiary member. For example, assume
that in Year 1, P forms S with a contribu-
tion of $80 in exchange for 80 shares of the
common stock of S. In Year 2, P contrib-
utes Asset A with abasis of $50 and a vaue
of $20 to S in exchange for an additional
20 shares of S common stock. In Year 3,
P sells the 20 shares of S common stock
that it acquired in Year 2 for $20 and rec-
ognizes a $30 loss, which offsets income
of P on the group’s return. The sale of the
20 shares of S common stock does not re-
sult in the deconsolidation of S. In Year 4,
S sells Asset A and recognizes a $30 loss,
which also offsets income of P on the
group’s return. In this transaction, the group
has obtained the use of two losses from the
single economic loss in Asset A. Again, a-
though a taxable disposition by P of its re-
maining S common stock would offset the
tax benefit of one of the losses, the group
has various non-taxable alternatives by
which to ensure that the excess tax ben-
efit is not reduced, including retention of
the remaining shares of S or the liquida-
tion of Sin atransaction described in sec-
tion 332.

A. Basis Redetermination Rule

The investment adjustment rules of
§ 1.1502-32 are premised on certain as-
sumptions regarding the shareholders' in-
terests in the subsidiary. One assumption is
that the subsidiary’s losses are borne by the
holders of the common stock before the
holders of the preferred stock. Another as-
sumption is that each share within a class
is entitled to an equal portion of the sub-
sidiary’s items of income and gain, and, in
the case of common stock, of deduction and
loss. The investment adjustment rules, there-
fore, generally alocate basis adjustments
without regard to differences in members
bases in their shares of the stock of the sub-
sidiary member and without regard to
whether a basis adjustment reflects an item
of income, gain, deduction, or loss that was
built-in with respect to contributed prop-
erty. These assumptions can give rise to the
results illustrated in the transactions de-
scribed above.

The basis redetermination rule attempts
to mitigate the effect of the assumptions un-
derlying the investment adjustment rules by
reversing certain investment adjustments to
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take into account the source of certain items
of deduction and loss. In addition, where
the subsidiary member remains a mem-
ber of the group, the basis redetermina-
tion rule equalizes members' bases in
subsidiary stock such that the loss suspen-
sion rule, described below, need not in-
clude inordinately complex rules to address
the method by which inside losses reduce
stock basis under § 1.1502-32.

The proposed regulations require the re-
determination of the basis of subsidiary
member stock held by members of the
group immediately before a disposition or
deconsolidation of a share of subsidiary
member stock when the basis of such stock
exceeds its value. The rule applies differ-
ently when the subsidiary remains a mem-
ber of the group after its stock is disposed
of or deconsolidated from when the sub-
sidiary does not remain a member of the
group.

If asubsidiary remains a member of the
group, the basis redetermination rule re-
quires that all members of the group ag-
gregate their bases in all shares of the
subsidiary member. That basis is then al-
located first to the shares of the subsid-
iary member’s preferred stock that are
owned by the members of the group in pro-
portion to, but not in excess of, their value
on the date of the disposition or deconsoli-
dation. After the alocation of the aggre-
gated basis to all shares of the preferred
stock of the subsidiary member held by
members of the group, any remaining ba-
sisis alocated among al common shares
of subsidiary member stock held by mem-
bers of the group in proportion to their value
on the date of the disposition or deconsoli-
dation. This rule reallocates past adjust-
ments to reflect an economic allocation of
the built-in items of deduction and loss with
respect to contributed property. The rule dso
redllocates stock basis that arose from capi-
tal contributions of property and stock ba-
sis that arose as a result of positive
investment adjustments. The reallocation of
basis obviates the need for complex rules
addressing basis adjustments resulting from
an inside loss that was reflected in a stock
loss that is suspended pursuant to the loss
suspension rule described below.

If the subsidiary is no longer a mem-
ber of the group immediately after the dis-
position or deconsolidation of its stock, the
basis redetermination rule requires a real-
location of a certain amount of the basis of
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the stock of the subsidiary member owned
by group members. In particular, the amount
of basis subject to reallocation is equal to
the lesser of (1) the loss inherent in the
stock disposed of or deconsolidated, and (2)
the subsidiary member’s items of deduc-
tion and loss that were taken into account
in computing the adjustment to the basis of
any share of stock of the subsidiary mem-
ber, other than the shares disposed of or de-
consolidated, during the time such
subsidiary member was a member of the
group. However, only those items of de-
duction and loss that are attributable to for-
merly unrecognized or unabsorbed items
reflected in the basis of the subsidiary mem-
ber stock disposed of or deconsolidated are
included in the computation of the amount
of basis subject to reallocation. For ex-
ample, if a share of stock has a basisin ex-
cess of value because the stock was
acquired in exchange for a built-in loss as-
set, the stock’s basis reflects that unrecog-
nized loss. If that loss is later recognized,
the basis adjustment resulting from that rec-
ognition is an item of loss attributable to
a formerly unrecognized item reflected in
the basis of such stock. The proposed regu-
lations contain a presumption that al items
of deduction and loss included in the com-
putation of prior investment adjustments to
the basis of members shares of the sub-
sidiary member are attributable to the rec-
ognition and absorption of a deduction or
loss reflected in the basis of the shares that
are disposed of or deconsolidated. The regu-
lations do, however, permit groups to es-
tablish that particular items of deduction and
loss are not reflected in the basis of the
shares disposed of or deconsolidated, and,
therefore, are not reallocated to other shares.

If the subsidiary is no longer a mem-
ber of the group immediately after the dis-
position or deconsolidation of its stock, the
basis in the shares of subsidiary member
stock disposed of or deconsolidated is re-
duced by the amount of basis subject to re-
allocation. Then, to the extent of the amount
of basis subject to reallocation, the basis of
al preferred shares of stock of the subsid-
iary member that are held by members of
the group immediately after the disposi-
tion or deconsolidation is increased such that
the basis of each such share equals, but does
not exceed, its value immediately before the
disposition or deconsolidation. Finaly, to
the extent that the amount of basis sub-
ject to reallocation does not increase the ba
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sis of such preferred shares of the subsidiary
member, such amount increases the basis
of all common shares of stock of the sub-
sidiary member held by members of the
group immediately after the disposition or
deconsolidation in a manner that, to the
greatest extent possible, causes the ratio of
the basis to the value of each such share to
be the same.

The basis redetermination rule does not
apply if the group disposes of all its stock
of the subsidiary member within a single
taxable year, in one or more fully taxable
transactions, or is allowed a worthless stock
deduction with respect to all of the sub-
sidiary member stock owned by the mem-
bers. Under those circumstances, if a second
tax benefit has been derived from an eco-
nomic loss, the second tax benefit will be
recaptured in the taxable year in which it
was obtained.

The proposed regulations aso include a
look-through rule that applies the basis re-
determination rule to stock of lower-tier
subsidiary members when there is a dis-
position or deconsolidation of stock of a
higher-tier member. In addition, the pro-
posed regulations provide that basis ad-
justments made pursuant to the basis
redetermination rule result in basis adjust-
ments to higher-tier member stock.

While the basis redetermination rule may
prevent the recognition of a current 1oss on
a particular share of subsidiary member
stock, it does not prevent a group from ob-
taining a benefit from its investment in the
subsidiary member. The basis redetermi-
nation rule affects only the timing of the
group’s loss and, in so doing, prevents the
group from inappropriately duplicating a
single economic |oss.

B. Loss Suspension Rule

The loss suspension rule prevents du-
plication of an economic loss by effec-
tively disallowing a stock loss if the
economic loss giving rise to that stock loss
is later reflected on the group’s return asin
the second type of transaction described
above.

1. Suspension of Stock Loss

Under the loss suspension rule, if, af-
ter application of the basis redetermina-
tion rule, a member of a consolidated group
recognizes a loss on the disposition of stock
of asubsidiary member of the same group,
and the subsidiary member is a member of

2002-47 1.R.B.

the same group immediately after the dis-
position, then the selling member’s stock
loss is suspended to the extent of the du-
plicated loss with respect to such stock. The
proposed regulations also include a spe-
cid rule that applies the loss suspension rule
in cases of a disposition of stock of a sub-
sidiary member that leaves the group where
the subsidiary owns stock of another sub-
sdiary that remains a member of the group.
In addition, the proposed regulations in-
clude a substitute asset rule that suspends
a member’s loss recognized on a disposi-
tion of an asset other than stock of a sub-
sidiary member where such member’s basis
in the asset disposed of was determined, di-
rectly or indirectly, in whole or in part, by
reference to the basis of stock of a subsid-
iary member with respect to which there
was a duplicated loss, and immediately af-
ter the disposition, the subsidiary mem-
ber is a member of such group.

The amount of duplicated loss is the ex-
cess of (1) the sum of the aggregate basis
of the subsidiary member’s assets (exclud-
ing stock in other subsidiary members of
the group), the subsidiary member’s losses
that are carried to its first taxable year af-
ter the disposition, and the subsidiary mem-
ber’s deductions that have been recognized
but deferred under another provision, over
(2) the sum of the value of stock of the sub-
sidiary member and the subsidiary mem-
ber’s liabilities that have been taken into
account for tax purposes. Each of these
items in the computation (except stock
value) includes the subsidiary member’s al-
locable share of the same items of any
lower-tier subsidiary. This definition of du-
plicated loss is substantially identical to the
onein former § 1.1502-20, except that se-
curities of other members of the group are
not excluded from the computation of the
subsidiary’s aggregate asset basis.

The application of the loss suspension
rule can be illustrated as follows. Assume
P, the common parent of a consolidated
group, forms S in Year 1 by contributing
$100 to Sin exchange for all 10 shares of
S's outstanding stock. Immediately after the
contribution, S purchases a building for
$100. In Year 2, the value of the building
declines to $10. At the end of Year 2, Pdls
one share of S stock for $1 and recog-
nizes a $9 loss. (Because the basis of P's
shares of S stock is uniform at the time of
the disposition, the basis redetermination
rule does not alter P's basis in the share
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sold.) Immediately after the sale, Sis till
a member of the P group because P con-
tinues to own 90% of the S stock. On the
date of the stock sale, S's duplicated loss
is $90, the excess of its asset basis ($100)
over the value of the assets (deemed to be
equa to the aggregate stock value, $10). Of
the total duplicated loss, 10%, or $9, is al-
locable to the share sold. Thus, under the
loss suspension rule the $9 stock lossis sus-
pended.

2. Reduction of SQuspended Stock Loss

Because a suspended stock loss reflects
the subsidiary member’s unrecognized or
unabsorbed deductions and losses, the sus-
pended loss is reduced, with the result that
it will not later be allowed, as the subsid-
iary member’s deductions and losses are
taken into account (i.e., absorbed) in de-
termining the group’s consolidated tax-
able income (or loss). The reduction of
suspended loss is appropriate because, once
the group takes the inside loss into ac-
count in determining consolidated tax-
able income (or loss), the group should not
be able to take such loss (in the form of the
stock loss or otherwise) into account again
in determining consolidated taxable in-
come or loss. Using the facts of the above
example, assume that, in Year 3, S sellsits
building for $10 and recognizes a $90 loss.
The P group uses the entire $90 loss to off-
set income of another member of the group.
Under these proposed regulations, the ab-
sorbed loss ($90) reduces the suspended loss
amount ($9), but not below zero. Thus, P
will benefit from the economic loss once
on its return, no suspended stock loss will
remain, and P's basis in its remaining S
stock will be reduced by its alocable share
of the loss ($81).

The proposed regulations generaly pre-
sume that all deductions and losses are at-
tributable first to the duplicated loss that
gave rise to a suspended stock loss. The
presumption, however, is rebuttable. If a
taxpayer can establish that an item of de-
duction or loss was not part of the dupli-
cated loss that gave rise to a suspended
stock loss, the taxpayer will not be re-
quired to reduce its suspended stock |oss.
To illustrate, assume that, instead of sell-
ing the building, S retained the building and,
in Year 3, earned $50 which it then used
to purchase a truck. In Year 4, S sells the
truck, recognizing a $25 loss. That loss off-
sets income of another member of the P
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group. Assuming that P and S have kept ad-
equate records, P should be able to estab-
lish that the loss on the truck was not
reflected in the stock loss (because it was
attributable to an asset that was acquired af-
ter the disposition of stock that gave rise
to the suspended stock 10ss). In that case,
P would not be required to reduce its sus-
pended stock loss. The IRS and Treasury
Department are concerned about, and spe-
cifically request comments regarding, the
administrability aspects of this exception.

3. Allowance of Suspended Stock Loss

The proposed regulations provide that
any suspended stock loss remaining at the
time the subsidiary member leaves the
group is alowed, to the extent otherwise a-
lowable under applicable provisions of the
Code and regulations thereunder. The loss
is allowed on a return filed for the tax-
able year that includes the last day that the
subsidiary member is a member of the
group. Once the subsidiary member is no
longer a member of the group, the group
will not typically be able to use the sub-
sidiary member’s deductions or losses on
the group’s return. Accordingly, it is ap-
propriate to alow any suspended stock loss
remaining at the time the subsidiary mem-
ber leaves the group.

The proposed regulations also provide
that any suspended stock 1oss remaining is
allowed at the time the group is alowed a
worthless stock deduction with respect to
all of the subsidiary member stock owned
by members. In such cases, the basis re-
duction rule, described below, may re-
duce aworthless stock deduction effectively
to prevent any second tax benefit that could
be derived from the economic loss that gave
rise to the suspended stock loss.

The proposed regulations require that in
order for a group to be alowed a loss that
was recognized on the disposition of a sub-
sidiary member and that was suspended, the
group must file a statement of allowable
loss with the consolidated return for the year
in which the loss is alowable.

C. Application of the Basis
Redetermination and Loss
Suspension Rules Generally

The IRS and Treasury Department do
not expect that the basis redetermination and
the loss suspension rules will apply fre-
quently. This expectation is based on the as-
sumption that, when a group seeks to raise
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capital, the common parent will typically
issue stock directly or sell all of the stock
of a subsidiary member. Alternatively,
groups sometimes seek to raise capital by
creating minority interests in a subsidiary
member. In such cases, however, the group
will typically cause the subsidiary mem-
ber to issue shares directly to the nonmem-
ber. Thus, the IRS and Treasury Department
believe that a member’s sale of less than
all of the stock of a subsidiary member to
a nonmember, which may trigger applica-
tion of the basis redetermination and loss
suspension rules, is not a common trans-
action in the absence of tax incentives.

D. Basis Reduction Rule

The loss suspension rule apples only if
there has been a disposition of subsidiary
member stock and the subsidiary member
is a member of the group immediately af-
ter the disposition. The IRS and Treasury
Department, however, are concerned that a
group may obtain more than one tax ben-
efit from a single economic loss in cer-
tain cases in which a group member
recognizes a loss with respect to subsid-
iary member stock and, in connection with
such recognition event, the subsidiary mem-
ber ceases to exist. For example, suppose
P owns &l of the stock of S. P’'s basis in
its S stock is $100 and the value of the S
stock is $0 because S is insolvent. S lig-
uidates into P. In that case, P will recog-
nize aloss of $100 on the disposition of the
S stock. Because Sis not a member of the
P group immediately after the disposition
of S stock, the loss suspension rule will not
apply. The portion of the group’s consoli-
dated net operating and net capital loss car-
ryforwards attributable to S, however, may
remain with the P group. Therefore, to that
extent, any loss on the stock of the sub-
sidiary duplicates those losses. To address
this case, these proposed regulations pro-
vide that if a member disposes of subsid-
iary member stock and on the following day
the subsidiary is not a member of the group
and does not have a separate return year,
then the basis of the subsidiary member
stock is reduced to the extent of the con-
solidated net operating loss and net capi-
tal loss carryforwards attributable to such
subsidiary member, as though they were ab-
sorbed immediately prior to the disposi-
tion.

Similarly, where the subsidiary becomes
worthless under the standards of § 1.1502—
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80(c), the group may be allowed a worth-
less stock loss while consolidated net
operating and net capital loss carryfor-
wards attributable to the worthless subsid-
iary member remain unabsorbed. Although
the subsidiary may be viewed as remain-
ing in the group, rather than rely on exist-
ing rules, including the excess loss account
recapture rules, to prevent the possible du-
plication of the unabsorbed losses, these
proposed regulations provide for a nega-
tive stock basis adjustment similar to that
described above in such cases.

E. Anti-avoidance Rules

The IRS and Treasury Department are
concerned that, in certain cases, taxpay-
ers may structure transactions to avoid the
application of the basis redetermination and
loss suspension rules in a manner that is not
consistent with the purpose of the pro-
posed regulations to prevent a consoli-
dated group from obtaining more than one
tax benefit from a single economic loss. In
particular, suppose P acquires 80 shares of
S common stock in exchange for $80. In
a later year, P contributes an asset with a
basis of $50 and avaue of $20to Sin ex-
change for 20 shares of S preferred stock.
The following year, S sells the contrib-
uted asset, recognizing a loss of $30. As a
result of the sale of the asset, P's basis in
the S common stock is reduced by $30 from
$80 to $50. In contemplation of the sale of
the S preferred stock, P contributes the 80
shares of S common stock to PS, a part-
nership, in a transaction described in sec-
tion 721. Because P's basis in the S
common stock does not exceed the value
of such stock, the deconsolidation of the S
common stock does not trigger the appli-
cation of the basis redetermination rule. In
the same year, but after the contribution of
the S common stock to PS, P sells the S
preferred stock, recognizing $30 of loss. Ab-
sent the application of an anti-avoidance
rule, the P group will have obtained more
than one tax benefit from the single eco-
nomic loss inherent in the contributed as-
set. Accordingly, the proposed regulations
provide that if a share of subsidiary mem-
ber stock is deconsolidated and such de-
consolidation is with a view to avoiding
application of the basis redetermination rule
prior to the disposition of loss stock of the
subsidiary member, then the basis redeter-
mination rule will apply immediately prior
to the deconsolidation.
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In addition, suppose in Year 1, P forms
S with a contribution of $100 in exchange
for 100 shares of common stock of Swhich
at that time represents al of the outstand-
ing stock of S. In Year 2, P contributes 20
shares of common stock of Sto PS, a part-
nership, in a transaction described in sec-
tion 721. In Year 3, P contributes an asset
with a basis of $50 and a value of $20 to
PS in atransaction described in section 721.
Also in Year 3, PS contributes the built-in
loss asset to S and P contributes an addi-
tional $80 to S in transfers to which sec-
tion 351 applies. In Year 4, S sells the
built-in loss asset for $20, recognizing a loss
of $30. The P group uses that loss to off-
set income of P. Alsoin Year 4, P sellsits
entire interest in PS for $40, recognizing a
loss of $30, or PS sdllsits S stock for $20,
recognizing aloss of $30. In ether case, the
P group would obtain more than one tax
benefit from the single economic lossin the
contributed asset. Accordingly, the pro-
posed regulations provide that where a
member of a consolidated group contrib-
utes a built-in loss asset to a partnership or
a deconsolidated corporation, that partner-
ship or deconsolidated corporation subse-
quently contributes the built-in loss asset to
asubsidiary member of the group, and those
contributions are with a view to avoiding
the application of the basis redetermina-
tion rule or the loss suspension rule, ad-
justments must be made to prevent the
consolidated group from obtaining more
than one tax benefit from a single eco-
nomic loss in the case.

The IRS and Treasury Department are
also concerned that it may be possible to
avoid the loss suspension rule by dispos-
ing of a sufficient amount of subsidiary
member stock to cause a deconsolidation
of the subsidiary member, but then en-
gage in atransaction that has the effect of
re-importing to the group losses of that sub-
sdiary member. To address this concern, the
proposed regulations include an anti-
avoidance rule that prevents the group from
obtaining the tax benefit of the re-imported
loss. The rule applies whenever (1) a group
recognizes and is alowed aloss on the dis-
position of subsidiary member stock with
respect to which there is a duplicated loss,
(2) as aresult of that disposition or an-
other disposition, the subsidiary member
leaves the group, and (3) within ten (10)
years after the date the subsidiary mem-
ber leaves the group, a loss of the subsid-
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iary member is re-imported into the group.
A loss of a subsidiary may be re-imported
into the group when the subsidiary mem-
ber rgjoins the group at a time when it has
losses or deferred deductions that it had on
the date of the disposition or has losses or
deferred deductions that are attributable to
built-in loss assets held by the subsidiary
member on the date of the disposition, or
has built-in loss assets that were built-in loss
assets of the subsidiary member on the date
of the disposition. A loss of a subsidiary
member may also be re-imported into the
group when a member of the group suc-
ceeds to losses or deferred deductions of the
subsidiary member that were losses or de-
ferred deductions of the subsidiary mem-
ber on the date of the disposition, or losses
or deferred deductions that are attribut-
able to assets that were built-in loss as-
sets of the subsidiary member on the date
of the disposition, or acquires built-in loss
assets that were built-in loss assets of the
subsidiary member on the date of the dis-
position. If the anti-avoidance rule ap-
plies, then these proposed regulations
generally prohibit the use of the re-imported
item of deduction or loss to offset income
of the group.

F. Application of Anti-Abuse Rules

Finally, the proposed regulations make
clear that the proposed rules do not pre-
clude the application of anti-abuse rules of
the Code and regulations thereunder, in-
cluding to a transaction entered into to in-
voke the basis redetermination rule to avoid
the effect of any other provision of the Code
or regulations.

G. Request for Comments

The IRS and Treasury Department are
considering dternative approaches to the ba-
sis redetermination rule that would miti-
gate basis disparities in stock of a subsidiary
member. In this regard, the IRS and Trea-
sury Department are considering an ap-
proach that would adjust the bases of all
shares of subsidiary member stock held by
group members upon any acquisition of
subsidiary member stock. Comments are re-
quested regarding the appropriateness and
desirahility of such an approach as well as
suggestions for alternative approaches.

In addition, under the proposed regula
tions, the basi's redetermination and loss sus-
pension rules apply only to certain events
involving stock that has a basis in excess
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of value. The IRS and Treasury Depart-
ment, however, are considering the appro-
priateness and feasibility of a rule that
applies the principles of the basis redeter-
mination and loss suspension rules to cer-
tain events involving stock that has a value
in excess of basis. With respect to the ap-
plication of the principles of the loss sus-
pension rule to dispositions of stock that has
avalue in excess of basis and that reflects
duplicated gain, a rule might require tak-
ing into account the stock gain upon the dis-
position of the stock but would eliminate
gain recognized on the disposition of as-
sets that had a built-in gain at the time of
the stock transaction. The IRS and Trea-
sury Department request comments on ap-
propriate and administrable applications of
the principles of the basis redetermina-
tion and loss suspension rules to disposi-
tions and deconsolidations of stock that has
a built-in gain.

Finally, as an aternative or supplement
to the rule providing for basis reduction for
unabsorbed losses in certain cases where the
subsidiary member ceases to exist or the
group is allowed a worthless stock deduc-
tion with respect to the stock of such sub-
sidiary member, the IRS and Treasury
Department are considering whether it
would be more appropriate to restrict the
losses pursuant to the approach set forth in
section 382(g)(4)(D). Comments are re-
quested regarding whether such an ap-
proach would be appropriate, desirable and
administrable, as well as the application of
such an approach in the context of con-
solidated attributes.

Proposed Effective Date

These regulations, other than the anti-
avoidance rule that relates to the re-
importing of losses, are proposed to apply
to transactions that occur on or after March
7, 2002, but only if such transactions oc-
cur during a taxable year the origina re-
turn for which is due (without regard to
extensions) after the date these regula-
tions are published as temporary or fina
regulations in the Federal Register. The
anti-avoidance rule that relates to the re-
importing of loss is proposed to apply to
losses re-imported as a result of an event
that occurs on or after October 18, 2002,
that triggers the gpplication of such rule, but
only if such event occurs during a tax-
able year the origina return for which is due
(without regard to extensions) &fter the date
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these regulations are published as tempo-
rary or fina regulaionsin the Federal Reg-
ister.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Ex-
ecutive Order 12866. Therefore, a regulatory
assessment is not required. It is hereby cer-
tified that these regulations do not have a
significant impact on a substantial num-
ber of small entities. This certification is
based on the fact that these regulations will
primarily affect affiliated groups of corpo-
rations, which tend to be larger businesses.
Moreover, the number of taxpayers af-
fected and the average burden are mini-
madl. It has aso been determined that section
553(b) of the Administrative Procedure Act
(5 U.S.C. chapter 5) does not apply to these
regulations, and because these regulations
do not impose a collection requirement on
small entities, the Regulatory Flexibility Act
(5 U.S.C. chapter 6) does not apply. There-
fore, a Regulatory Flexibility Analysisis not
required. Pursuant to section 7805(f) of the
Internal Revenue Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
their impact on small businesses.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are submitted timely to the IRS.
The IRS and Treasury Department request
comments on the clarity of the proposed
regulations and how they may be made
easier to understand. All comments will be
available for public inspection and copy-
ing.

A public hearing has been scheduled for
January 15, 2003, beginning at 10 am. in
room 6718, Internal Revenue Building, 1111
Condtitution Avenue, NW, Washington, DC.
Due to building security procedures, visi-
tors must enter at the Constitution Av-
enue entrance. In addition, all visitors must
present photo identification to enter the
building. Because of access redtrictions, visi-
tors will not be admitted beyond the im-
mediate entrance area more than 30 minutes
before the hearing starts. For information
about having your name placed on the
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building access list to attend the hearing,
see the “FOR FURTHER INFORMATION
CONTACT” portion of this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments must submit writ-
ten or electronic comments and an out-
line of the topics to be discussed and the
time to be devoted to each topic (a signed
origina and eight (8) copies) by Decem-
ber 27, 2002. A period of 10 minutes will
be dllotted to each person for making com-
ments. An agenda showing the schedul-
ing of the speakers will be prepared after
the deadline for receiving outlines has
passed. Copies of the agenda will be avail-
able free of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is Aimee K. Meacham of the Office
of the Associate Chief Counsel (Corpo-
rate), IRS. However, other personnel from
the IRS and Treasury Department partici-
pated in their development.

* k k * %

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2. Section 1.1502-32 is amended by:

1. Revising paragraph (a)(2).

2. Adding paragraphs (b)(3)(iii)(C),
(b)(3)(iii)(D), and (b)(3)(vi).

The revision and additions read as
follows:

§ 1.1502-32 Investment adjustments.

(a) * ok x

(1) * ok ok

(2) Application of other rules of law. The
rules of this section are in addition to other
rules of law. See, e.g., section 358 (basis
determinations for distributees), section 1016
(adjustments to basis), § 1.1502-11(b) (limi-
tations on the use of losses), § 1.1502—-19
(treatment of excess loss accounts),
§ 1.1502-31 (basis after a group structure
change), and § 1.1502-35 (additional rules
relating to stock loss). Psbasisin S's stock
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must not be adjusted under this section and
other rules of law in a manner that has the
effect of duplicating an adjustment. For ex-
ample, if pursuant to § 1.1502-35(c)(3) and
paragraph (b)(3)(iii)(C) of this section the
basis in stock is reduced to take into ac-
count a loss suspended under § 1.1502—
35(c)(1), such basis shall not be further
reduced to take into account such loss, or
a portion of such loss, if any, that is later
allowed pursuant to § 1.1502—-35(c)(5). See
also paragraph (h)(5) of this section for ba-
sis reductions applicable to certain former
subsidiaries.

(b) * kK

(3) * Kk %

(iii) * Kk K

(C) Loss suspended under § 1.1502—
35(c). Any loss suspended pursuant to
§ 1.1502-35(c) is treated as a noncapital,
nondeductible expense incurred during the
tax year that includes the date of the dis-
position to which such section applies. See
§ 1.1502-35(c)(3). Consequently, the ba-
sis of a higher-tier member’s stock of Pis
reduced by the suspended loss in the year
it is suspended.

(D) Loss disallowed under § 1.1502—
35(g)(3)(iii). Any loss the use of which is
disallowed pursuant to § 1.1502—
35(9)(3)(iii)(A) or (B) is treated as a non-
capital, nondeductible expense incurred
during the taxable year that includes the date
on which such loss is recognized. Any loss
the use of which is disallowed pursuant to
§ 1.1502-35(g)(3)(iii)(C) and with respect
to which no waiver described in paragraph
(b)(4) of this section is filed is treated as
a noncapital, nondeductible expense in-
curred during the taxable year that includes
the day after the event described in
§ 1.1502-35(g)(3)(iii)(C) that givesrise to
the application of § 1.1502-35(g)(3). See
§ 1.1502-35(9)(3)(iV).

* % % % %

(vi) Special rules in the case of cer-
tain transactions subject to § 1.1502-35. If
a member of a group disposes of a share
of subsidiary member stock or a share of
subsidiary member stock is deconsolidated,
and, at the time of such disposition or de-
consolidation, the basis of such share ex-
ceeds its value, all members of the group
are subject to the provisions of § 1.1502—
35, which generally require a re-
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determination of members’ basis in all
shares of subsidiary stock.

Par. 3. Section 1.1502-35 is added to
read as follows:

§1.1502-35 Disposition or deconsoli-
dation of subsidiary member stock.

(a) Purpose. The purpose of this sec-
tion is to prevent a group from obtaining
more than one tax benefit from a single eco-
nomic loss. The provisions of this section
shall be construed in a manner consistent
with that purpose and in a manner that rea-
sonably carries out that purpose.

(b) Redetermination of basis on dispo-
sition or deconsolidation of subsidiary mem-
ber stock—(1) Application. Except as
provided in paragraph (b)(4) of this sec-
tion, this paragraph (b) applies if a mem-
ber of a consolidated group disposes of
stock of a subsidiary member or a share of
subsidiary member stock is deconsolidated,
and such disposed of or deconsolidated
stock has a basis that exceeds it value im-
mediately prior to such disposition or de-
consolidation. If, immediately after such
disposition or deconsolidation, the subsid-
iary member remains a member of the
group, then, immediately before such dis-
position or deconsolidation, the basis in each
share of subsidiary member stock owned by
each member of the group shall be rede-
termined in accordance with the provi-
sions of paragraph (b)(2) of this section. If,
immediately after such disposition or de-
consolidation, the subsidiary is not a mem-
ber of the group, then immediately before
such disposition or deconsolidation, the ba-
sis in each share of subsidiary member
stock owned by each member of the group
shall be redetermined in accordance with
the provisions of paragraph (b)(3) of this
section.

(2) Redetermination of subsidiary mem-
ber stock basis if subsidiary member re-
mains a member of the same group. If the
subsidiary member the stock of which is
disposed of or deconsolidated remains a
member of the group, all of the members
basis in the shares of subsidiary member
stock shall be aggregated. Such aggre-
gated basis shall be allocated first to the
shares of the subsidiary member’s pre-
ferred stock that are owned by the mem-
bers of the group, in proportion to, but not
in excess of, the value of those shares on
the date of the disposition or deconsolida-
tion that gave rise to the application of this
paragraph (b). After allocation of the ag-
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gregated basis to all shares of the pre-
ferred stock of the subsidiary member held
by members of the group, any remaining
basis shall be allocated among all com-
mon shares of subsidiary member stock held
by members of the group in proportion to
the value of such shares on the date of the
disposition or deconsolidation that gave rise
to the application of this paragraph (b).

(3) Redetermination of subsidiary mem-
ber stock basis if subsidiary member does
not remain a member of the group—(i) Cal-
culation of Reallocable Basis Amount. The
reallocable basis amount shall equal the
lesser of —

(A) The amount by which the basis of
the disposed of or deconsolidated stock ex-
ceeds the value of such stock immedi-
ately prior to the disposition or
deconsolidation that gave rise to the ap-
plication of this paragraph (b); and

(B) The total of the subsidiary mem-
ber’s (and any predecessor’s) items of de-
duction and loss, and the subsidiary
member’s (and any predecessor’s) allo-
cable share of items of deduction and loss
of al lower-tier subsidiary members, that
were taken into account in computing the
adjustment to the basis of any share of stock
of the subsidiary member (and any prede-
cessor) under § 1.1502-32 other than the
stock of the subsidiary member the dispo-
sition or deconsolidation of which gave rise
to the application of this paragraph (b), dur-
ing the time such subsidiary member (or
any predecessor) was a member of the
group, except to the extent the group can
establish that all or a portion of such items
would not have been reflected in a com-
putation of the duplicated loss with re-
spect to the disposed of or deconsolidated
stock of the subsidiary member (or any pre-
decessor) at any time prior to such dispo-
sition or deconsolidation.

(ii) Allocation of reallocable basis
amount. If the subsidiary member the stock
of which is disposed of or deconsolidated
does not remain a member of the group, the
basis in the shares of subsidiary member
stock that were disposed of or deconsoli-
dated shall be reduced by the reallocable
basis amount. Then, to the extent of the re-
allocable basis amount, the basis of al the
preferred shares of stock of the subsid-
iary member that are held by members of
the group immediately after the disposi-
tion or deconsolidation shall be increased
such that the basis of each such share shall
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equal, but not exceed, its value immedi-
ately before the disposition or deconsoli-
dation. If the reallocable basis amount is not
sufficient to increase the basis of each such
share of preferred stock to its value imme-
diately before the disposition or deconsoli-
dation, the basis of each such share shall
be increased in a manner that, to the great-
est extent possible, causes the ratio of the
basis to the value of each such share to be
the same. Then, to the extent the reallo-
cable basis amount does not increase the ba-
sis of shares of subsidiary member preferred
stock pursuant to the second sentence of this
paragraph (b)(3)(ii), such amount shall in-
crease the basis of al common shares of
subsidiary member stock held by mem-
bers of the group immediately after the dis-
position or deconsolidation in a manner that,
to the greatest extent possible, causes the
ratio of the basis to the value of each such
other share to be the same.

(4) Exception to application of redeter-
mination rules. This paragraph (b) shal not
apply to a disposition of subsidiary mem-
ber stock if, within the taxable year of such
disposition, in one or more fully taxable
transactions, the group disposes of its en-
tire equity interest in the subsidiary mem-
ber or is allowed a worthless stock loss
under section 165(g) (taking into account
the provisions of § 1.1502-80(c)) with re-
spect to al of the subsidiary member stock
owned by members.

(5) Special rule for lower-tier subsid-
iaries. If—

(i) A member of a consolidated group
disposes of stock of a subsidiary member
of the same group or a share of subsid-
iary member stock is deconsolidated, and,
immediately before the disposition or de-
consolidation, the member’s basis in the dis-
posed of or deconsolidated share of
subsidiary member stock exceeds its valug;

(i) The subsidiary member owns stock
of another subsidiary member of the same
group and, immediately before the dispo-
sition or deconsolidation, the basis of some
or all of such stock exceeds its value; and

(iii) Immediately after the disposition or
deconsolidation, another member of the
same group owns stock of such other sub-
sidiary member, then the basis in each share
of such other subsidiary member shall be
redetermined pursuant to this paragraph (b)
as if the stock of such other subsidiary
member owned by the subsidiary mem-
ber had been disposed of or deconsoli-
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dated. This paragraph (b)(5) shal not apply
in the case of a disposition of subsidiary
member stock if, within the taxable year of
the disposition of subsidiary member stock,
in one or more fully taxable transactions,
the group disposes of its remaining eg-
uity interests in the other subsidiary mem-
ber or is alowed a worthless stock loss
under section 165(g) (taking into account
the provisions of § 1.1502-80(c)) with re-
spect to such other subsidiary member.
These same principles shall apply to stock
of subsidiary members of the same group
that are owned by such other subsidiary
member.

(6) Stock basis adjustments for higher-
tier stock. The basis adjustments required
under this paragraph (b) result in basis ad-
justments to higher-tier member stock. The
adjustments are applied in the order of the
tiers, from the lowest to highest. For ex-
ample, if acommon parent owns stock of
a subsidiary member that owns stock of a
lower-tier subsidiary member and the sub-
sidiary member recognizes aloss on the dis-
position of a portion of its shares of the
lower-tier subsidiary member stock, the
common parent must adjust its basis in its
subsidiary member stock under the prin-
ciples of § 1.1502-32 to reflect the adjust-
ments that the subsidiary member must
make to its basis in its stock of the lower-
tier subsidiary member.

(7) Ordering rule. The rules of this para-
graph (b) apply after the rules of
§ 1.1502-32 are applied. Paragraph (b)(5)
of this section (and any resulting basis ad-
justments to higher-tier member stock made
pursuant to paragraph (b)(6) of this sec-
tion) applies prior to paragraph (b)(2) or
(b)(3) of this section (and any resulting ba-
sis adjustments to higher-tier member stock
made pursuant to paragraph (b)(6) of this
section).

(c) Loss suspension—(1) General rule.
Any loss recognized by a member of a con-
solidated group with respect to the dispo-
sition of a share of subsidiary member stock
shall be suspended to the extent of the du-
plicated loss with respect to such share of
stock if, immediately after the disposi-
tion, the subsidiary is a member of the con-
solidated group of which it was a member
immediately prior to the disposition (or any
successor group).

(2) Special rule for lower-tier subsid-
iaries. This paragraph (c)(2) appliesif nei-
ther paragraph (c)(1) nor (f) of this section
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applies to a member’s disposition of a share
of stock of a subsidiary member (the de-
parting member), alossis recognized on the
disposition of such share, and the depart-
ing member owns stock of one or more
other subsidiary members (a remaining
member) that is a member of such group
immediately after the disposition. In that
case, such loss shdl be suspended to the ex-
tent the duplicated loss with respect to the
departing member stock disposed of is at-
tributable to the remaining member or mem-
bers.

(3) Treatment of suspended loss. For pur-
poses of the rules of § 1.1502-32(b)(3)(iii),
any loss suspended pursuant to paragraph
(©)(2) or (c)(2) of this section is treated as
a noncapital, nondeductible expense of the
member that disposes of subsidiary mem-
ber stock incurred during the taxable year
that includes the date of the disposition of
stock to which paragraph (c)(1) or (c)(2) of
this section applies. See § 1.1502—
32(b)(3)(iii)(C). Consequently, the basis of
a higher-tier member’s stock of the mem-
ber that disposes of subsidiary member
stock is reduced by the suspended loss in
the year it is suspended.

(4) Reduction of suspended loss—(i)
General rule. The amount of any 10ss sus-
pended pursuant to paragraphs (c)(1) and
(c)(2) of this section shall be reduced, but
not below zero, by the subsidiary mem-
ber’s (and any successor’s) items of de-
duction and loss, and the subsidiary
member’s (and any successor’s) allocable
share of items of deduction and loss of all
lower-tier subsidiary members, that are a-
locable to the period beginning on the date
of the disposition that gave rise to the sus-
pended loss and ending on the day before
the first date on which the subsidiary mem-
ber (or any successor) is not a member of
the group of which it was a member im-
mediately prior to the disposition (or any
successor group), and that are taken into ac-
count in determining consolidated tax-
able income (or loss) of such group for any
taxable year that includes any date on or &f-
ter the date of the disposition and before the
first date on which the subsidiary mem-
ber (or any successor) is not a member of
such group. The preceding sentence shall
not apply to items of deduction and loss to
the extent that the group can establish that
all or a portion of such items was not re-
flected in the computation of the dupli-
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cated loss with respect to the subsidiary
member stock on the date of the disposi-
tion of such stock.

(ii) Operating rules—(A) Year in which
deduction or loss is taken into account. For
purposes of paragraph (c)(4)(i) of this sec-
tion, a subsidiary member’s (or any suc-
cessor’s) deductions and losses are treated
as taken into account when and to the ex-
tent they are absorbed by the subsidiary
member (or any successor) or any other
member. To the extent that the subsidiary
member’s (or any successor’s) deduction or
loss is absorbed in the year it arises or is
carried forward and absorbed in a subse-
quent year (e.g., under section 172, 465, or
1212), the deduction is treated as taken into
account in the year in which it is absorbed.
To the extent that a subsidiary member’s (or
any successor’s) deduction or loss is car-
ried back and absorbed in a prior year
(whether consolidated or separate), the de-
duction or loss is treated as taken into ac-
count in the year in which it arises and not
in the year in which it is absorbed.

(B) Determination of items that are al-
locable to the post-disposition, pre-
deconsolidation period. For purposes of
paragraph (c)(4)(i) of this section, the de-
termination of whether a subsidiary mem-
ber’s (or any successor’s) items of deduction
and loss and allocable share of items of de-
duction and loss of all lower-tier subsid-
iary members are alocable to the period
beginning on the date of the disposition of
subsidiary stock that gave rise to the sus-
pended loss and ending on the day before
the first date on which the subsidiary mem-
ber (or any successor) is not a member of
the consolidated group of which it was a
member immediately prior to the disposi-
tion (or any successor group) is determined
pursuant to the rules of § 1.1502-76(b)(2),
without regard to § 1.1502-76(b)(2)(ii)(D),
as if the subsidiary member ceased to be
amember of the group a the end of the day
before the disposition and filed separate re-
turns for the period beginning on the date
of the disposition and ending on the day be-
fore the first date on which it is not a mem-
ber of such group.

(5) Allowable loss—(i) General rule. To
the extent not reduced under paragraph
(c)(4) of this section, any loss suspended
pursuant to paragraph (c)(1) or (c)(2) of this
section shall be allowed, to the extent oth-
erwise allowable under applicable provi-
sions of the Internal Revenue Code and

2002-47 1.R.B.



regulations thereunder, on a return filed by
the group of which the subsidiary was a
member on the date of the disposition of
subsidiary stock that gave rise to the sus-
pended loss (or any successor group) for the
taxable year that includes the day before the
first date on which the subsidiary (or any
successor) is not a member of such group
or the date the group is alowed a worth-
less stock loss under section 165(g) (tak-
ing into account the provisions of § 1.1502—
80(c)) with respect to all of the subsidiary
member stock owned by members.

(i) No tiering up of certain adjustments.
No adjustments shall be made to a mem-
ber’s basis of stock of a subsidiary mem-
ber (or any successor) for a suspended 1oss
that is taken into account under paragraph
(c)(5)(i) of this section. See § 1.1502—
32(8)(2).

(iii) Statement of allowed loss. Para-
graph (c)(5)(i) of this section applies only
if the separate statement required under this
paragraph (c)(5)(iii) is filed with, or as part
of, the taxpayer’s return for the year in
which the loss is allowable. The state-
ment must be entitled “ALLOWED LOSS
UNDER 8§ 1.1502-35(c)(5)" and must con-
tain the name and employer identification
number of the subsidiary the stock of which
gave rise to the loss.

(6) Special rule for dispositions of cer-
tain carryover basis assets. I1f—

(i) A member of a group recognizes a
loss on the digposition of an asset other than
stock of a subsidiary member;

(i) Such member’'s basisin the asst dis-
posed of was determined, directly or indi-
rectly, in whole or in part, by reference to
the basis of stock of a subsidiary member
and, at the time of the determination of the
member’s basis in the assets disposed of,
there was a duplicated loss with respect
such stock of the subsidiary member; and

(iii) Immediately after the disposition, the
subsidiary member is a member of such
group, then such loss shall be suspended
pursuant to the principles of paragraphs
(c)(1) and (c)(2) of this section to the ex-
tent of the duplicated loss with respect to
such stock at the time of the determina-
tion of basis of the asset disposed of. Prin-
ciples similar to those set forth in
paragraphs (¢)(3), (4), and (5) of this sec-
tion shall apply to a loss suspended pur-
suant to this paragraph (c)(6).

(7) Coordination with loss deferral, loss
disallowance, and other rules—(i) In gen-
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eral. Loss recognized on the disposition of
subsidiary member stock or another asset
is subject to redetermination, deferral, or
disallowance under other applicable pro-
visions of the Internal Revenue Code and
regulations thereunder, including sections
267(f) and 482. Paragraphs (c)(1), (c)(2),
and (c)(6) of this section do not apply to
aloss that is disallowed under any other
provison. If loss is deferred under any other
provision, paragraphs (c)(1), (c)(2), and
(c)(6) of this section apply when the loss
would otherwise be taken into account un-
der such other provision. However, if an
overriding event described in paragraph
(o)(7)(ii) of this section occurs before the
deferred loss is taken into account, para-
graphs (c)(1), (c)(2), and (c)(6) of this sec-
tion apply to the loss immediately before
the event occurs, even though the loss may
not be taken into account until a later time.

(if) Overriding events. For purposes of
paragraph (c)(7)(i) of this section, the fol-
lowing are overriding events—

(A) The stock ceases to be owned by a
member of the consolidated group;

(B) The stock is canceled or redeemed
(regardless of whether it is retired or held
as treasury stock); or

(C) The stock is treated as disposed of
under § 1.1502-19(c)(2)(ii)(B) or (c)(L)(iii).

(d) Definitions—(1) Disposition. Dis-
position means any event in which gain or
loss is recognized, in whole or in part.

(2) Deconsolidation. Deconsolidation
means any event that causes a share of
stock of a subsidiary member that remains
outstanding to be no longer owned by a
member of any consolidated group of which
the subsidiary is also a member.

(3) Value. Value means fair market value.

(4) Duplicated loss—(i) In general. Du-
plicated loss is determined immediately af-
ter a disposition and equals the excess, if
any, of—

(A) The sum of—

(1) The aggregate adjusted basis of the
subsidiary member’s assets other than any
stock that subsidiary member owns in an-
other subsidiary member; and

(2) Any losses attributable to the sub-
sidiary member and carried to the subsid-
iary member’s first taxable year following
the disposition; and

(3) Any deductions of the subsidiary
member that have been recognized but are
deferred under a provision of the Internal
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Revenue Code (such as deductions de-
ferred under section 469); over

(B) The sum of—

(1) The value of the subsidiary mem-
ber’s stock; and

(2) Any liahilities of the subsidiary mem-
ber that have been taken account for tax
purposes.

(i) Special rules. (A) The amounts de-
termined under paragraph (d)(4)(i) of this
section with respect to a subsidiary mem-
ber include its alocable share of corre-
sponding amounts with respect to all lower-
tier subsidiary members. If 80 percent or
more in value of the stock of a subsidiary
member is acquired by purchase in asingle
transaction (or in a series of related trans-
actions during any 12-month period), the
value of the subsidiary member’s stock may
not exceed the purchase price of the stock
divided by the percentage of the stock (by
value) so purchased. For this purpose, stock
is acquired by purchase if the transferee is
not related to the transferor within the
meaning of sections 267(b) and 707(b)(2),
using the language “ 10 percent” instead of
“50 percent” each place that it appears, and
the transferee’s basis in the stock is deter-
mined wholly by reference to the consid-
eration paid for such stock.

(B) The amounts determined under para-
graph (d)(4)(i) of this section are not ap-
plied more than once to suspend a loss
under this section.

(5) Predecessor and Successor. A pre-
decessor is atransferor of assets to a trans-
feree (the successor) in a transaction—

(i) To which section 381(a) applies;

(i) In which substantially all of the as-
sets of the transferor are transferred to mem-
bers in a complete liquidation;

(iii) In which the successor’s basisin as-
sets is determined (directly or indirectly, in
whole or in part) by reference to the trans-
feror’s basis in such assets, but the trans-
feree is a successor only with respect to the
assets the basis of which is so determined;
or

(iv) Which is an intercompany transac-
tion, but only with respect to assets that are
being accounted for by the transferor in a
prior intercompany transaction.

(6) Successor group. A surviving group
is treated as a successor group of a con-
solidated group (the terminating group) that
ceases to exist as a result of—

(i) The acquisition by a member of an-
other consolidated group of either the as-
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sets of the common parent of the
terminating group in a reorganization de-
scribed in section 381(a)(2), or the stock of
the common parent of the terminating
group; or

(i) The application of the principles of
§ 1.1502—75(d)(2) or (3).

(7) Preferred stock, common stock. Pre-
ferred stock and common stock shall have
the meanings set forth in § 1.1502-32(d)(2)
and (3), respectively.

(8) Lower-tier. A subsidiary member is
lower-tier with respect to a member if or
to the extent investment basis adjustments
under 8 1.1502—32 with respect to the stock
of the former member would affect invest-
ment basis adjustments with respect to the
stock of the latter.

(e) Examples. For purposes of the ex-
amples in this section, unless otherwise
stated, all groups file consolidated returns
on a caendar-year basis, the facts set forth
the only corporate activity, all transac-
tions are between unrelated persons, and tax
lighilities are disregarded. The principles of
paragraphs (a) through (d) of this section
are illustrated by the following examples:

Example 1. (i) P owns 100 percent of the com-
mon stock of each of S1 and S2. S1 and S2 each have
only one class of stock outstanding. P's basis in the
stock of S1 is $100 and in the stock of S2 is $120.
P, S1, and S2 are al members of the P group. S1 and
S2 form S3. In Year 1, in transfers to which section
351 applies, S1 contributes $100 to S3 in exchange
for al of the common stock of S3 and S2 contrib-
utes an asset with a basis of $50 and a value of $20
to S3in exchange for al of the preferred stock of S3.
S3 becomes a member of the P group. In Year 3, in
atransaction that is not part of the plan that includes
the formation of S3, S2 sells the preferred stock of
S3 for $20. Immediately after the sale, S3 is a mem-
ber of the P group.

(if) Under paragraph (b)(1) of this section, be-
cause S2's basis in the preferred stock of S exceeds
the value of such shares immediately prior to the sale
and S is amember of the P group immediately after
the sdle, dl of the P group members bases in the stock
of S3is redetermined pursuant to paragraph (b)(2) of
this section. Of the group members total basis of $150
in the S3 stock, $20 is allocated to the preferred stock,
the fair market value of the preferred stock on the date
of the sdle, and $130 is alocated to the common stock.
S2's sale of the preferred stock results in the recog-
nition of $0 of gain/loss. Pursuant to paragraph (b)(6)
of this section, the redetermination of S1's and S2's
bases in the stock of S3 resultsin adjustmentsto P's
basis in the stock of S1 and S2. In particular, P's ba-
sisin the stock of S1 isincreased by $30 to $130 and
its basis in the stock of S2 is decreased by $30 to $90.

Example 2. (i) P owns 75 shares of common stock
of S each with a basis and value equal to $1. Sisa
member of the P group. On January 1st of Year 1, in
a transfer to which section 351 applies, P contrib-
utes Asset A, which has a basis of $100 and value of
$25, to Sin exchange for 25 shares of common stock
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of S. InYear 1, Sincurs $40 of ordinary operating ex-
penses and takes a depreciation deduction in the
amount of $10 with respect to Asset A. Those de-
ductions offset income of P in Year 1. Pursuant to
§ 1.1502-32, the negative investment adjustment of
$50 with respect to the stock of S reduces the basis
of each share of S common stock by $0.50. There-
fore, P's origina 75 shares of S common stock each
has a basis of $0.50 and each of the 25 shares of S
common stock that P acquired in Year 1 has a basis
of $3.50. In Year 3 in atransaction that is not part of
a plan that includes the Year 1 contribution, P sells
the 25 shares of common stock it acquired in Year 1
for $12.50. As a result of that sale, S ceases to be a
member of the P group.

(if) Under paragraph (b)(1) of this section, be-
cause P's basis in the 25 shares of common stock it
acquired in Year 1 exceeds its value immediately prior
to the sale and S is not a member of the P group im-
mediately after the disposition, P's basis in its shares
of S common stock is redetermined pursuant to para-
graph (b)(3) of this section. Pursuant to paragraph
(b)(3)(i) of this section, the reallocable basis anount
is $37.50 (the lesser of the amount by which P's ba-
sisin the S common stock sold exceeds the value of
such stock immediately prior to the sale ($87.50 mi-
nus $12.50, or $75) and the aggregate amount of S's
items of deduction and loss that were previoudy taken
into account in the computation of the adjustment to
the basis of the S common stock other than the stock
disposed of, under § 1.1502-32, during the time that
S was a member of the P group ($37.50)). P, how-
ever, may be able to establish that $30 of the $37.50
of items of deduction and loss taken into account in
computing the adjustment to the basis of the S com-
mon stock (other than the S common stock disposed
of) in Year 1 was not attributable to a loss that was
dready reflected in P's basis in its shares of S com-
mon stock disposed of. Assuming that P can estab-
lish this fact, pursuant to paragraph (b)(3)(i) of this
section, the reallocable basis amount would be $7.50.
In that case, P's basis in the 25 shares of S common
stock sold would be reduced from $87.50 to $80 pur-
suant to paragraph (b)(3)(ii) of this section. Accord-
ingly, P would recognize aloss of $67.50 on the sale
of the 25 shares of S common stock for $12.50. In
addition, the basis of each remaining share of S com-
mon stock would be increased in an aggregate amount
of $7.50 in a manner that, to the greatest extent pos-
sible, causes the ratio of the basis to the value of each
such other share to be equal. In this case, the basis
of each of the 75 shares of S common stock retained
would be increased by $0.10 to $0.60.

Example 3. (i) In Year 1, P forms S by contrib-
uting Asset A with a basis of $90 and a value of $10
in exchange for one share of S common stock (CS1)
in a transfer to which section 351 applies. In Years
2 and 3, in successive but unrelated transfers to which
section 351 applies, P transfers $10 to S in exchange
for one share of S common stock (CS2), Asset B with
abasis of $2 and a value of $10 in exchange for one
share of S common stock (CS3), and Asset C with a
basis of $100 and a value of $10 in exchange for one
share of S common stock (C4). In Year 4, SsdIsAs
set A, recognizing $80 of loss that is used to offset
income of P recognized during Year 4. As aresult of
the sale of Asset C, the basis of each of P's four shares
of S common stock is reduced by $20. Therefore, the
basis of CS1 is $70. CS2 has an excess loss account
of $10. CS3 has an excess loss account of $18. C4
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has a basis of $80. In Year 5 in a transaction that is
not part of a plan that includes the Year 1 contribu-
tion, P sells CS1 for $10. Immediately after the sale
of CS1, Sis not a member of the P group.

(ii) Under paragraph (b)(1) of this section, be-
cause P's basis in CS1 exceeds its value immedi-
ately prior to the sale and S is not a member of the
P group immediately after the disposition, P's basis
in its shares of S common stock is redetermined pur-
suant to paragraph (b)(3) of this section. Pursuant to
paragraph (b)(3)(i) of this section, the reallocable ba-
sisamount is $60 (the lesser of the amount by which
P'sbadsin the S common stock sold exceeds the vaue
of such stock immediately prior to the sale ($60) and
the aggregate amount of S's items of deduction and
loss that were previously taken into account in the
computation of the adjustment to the basis of the S
common stock other than the stock disposed of, un-
der § 1.1502-32, during the time that S was a mem-
ber of the P group ($60)). Pursuant to paragraph
(b)(3)(ii) of this section, P's basisin CSL is reduced
from $70 to $10. On the sde of CSL1, therefore, P rec-
ognizes $0 gain/loss. Then, P's basis in the remain-
ing S common stock is increased in an aggregate
amount of $60 in a manner that, to the greatest ex-
tent possible, causes the ratio of the basis to the value
of each such share to be same. In this case, $20 of
the reallocable basis amount is allocated to CS2 and
$28 of the reallocable basis amount is alocated to CS3
S0 as to increase the basis of such shares to $10, the
basis of CS1. The remaining $12 of the reallocable
basis amount is alocated equaly to CS2 and CS3 so
as to increase the basis of each such share from $10
to $16.

Example 4. (i) In Year 1, P forms S with a con-
tribution of $80 in exchange for 80 shares of the com-
mon stock of S, which at that time represents all of
the outstanding stock of S. S becomes a member of
the P group. In Year 2, P contributes Asset A with a
basis of $50 and a value of $20 in exchange for 20
shares of the common stock of Sin atransfer to which
section 351 applies. In Year 3, in atransaction that is
not part of the plan that includes the Year 2 contri-
bution, P sells the 20 shares of the common stock of
S that it acquired in Year 2 for $20. At that time, S
has $80 and Asset A, the basis and value of which
have not changed. In Year 4, S sells Asset A for $20,
recognizing a $30 loss. That $30 loss is used on the
P group return to offset income of P. In Year 5, Psdlls
its remaining S common stock for $80.

(ii) Under paragraph (b)(1) of this section, be-
cause P's basis in the common stock sold exceeds its
value immediately prior to the sale and S is a mem-
ber of the P group immediately after the sale, P's ba-
sisin al of the stock of S is redetermined pursuant
to paragraph (b)(2) of this section. Of P's total ba-
sis of $130 in the S common stock, a proportionate
amount is alocated to each of the 100 shares of S
common stock. Accordingly, $26 is alocated to the
common stock of S that is sold and $104 is alo-
cated to the common stock of S that is retained. On
P's sale of the 20 shares of the common stock of S
for $20, P recognizes a loss of $6. Because the sae
of the 20 shares of common stock of S does not re-
sult in the deconsolidation of S, under paragraph (c)(1)
of this section, that loss is suspended to the extent of
the duplicated loss with respect to the shares sold. The
duplicated loss with respect to the shares sold is $6.
Therefore, the entire $6 loss is suspended. Pursuant
to paragraph (c)(4) of this section, the amount of the
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suspended loss is reduced, but not below zero, by S's
items of deduction and loss that are allocable to the
period beginning on the date of the Year 2 disposi-
tion of the S stock and ending on the day before the
first date on which Sis not a member of the P group
and that are taken into account in determining con-
solidated taxable income (or loss) of the P group for
any taxable year that includes any date on or after the
date of the Year 2 disposition and before the first date
on which S is not a member of the P group, except
to the extent the P group can establish that al or a por-
tion of such items was not included in the calcula-
tion of the duplicated loss with respect to the shares
of S sold on the date of the Year 2 disposition. Be-
cause the loss recognized on the sale of Asset A was
included in the calculation of the duplicated loss with
respect to the S common stock sold on the date of the
sdle and is absorbed by the P group, the suspended
loss is reduced to zero pursuant to paragraph (c)(4)
of this section. Accordingly, no amount of suspended
loss is alowed under paragraph (c)(5) of this sec-
tion. Under § 1.1502-32, P's basis in its S stock is
reduced by $24. Accordingly, such basis is reduced
from $104 to $80. P recognizes $0 gain/loss on the
Year 5 sale of its remaining S common stock.

Example 5. (i) The facts are the same as in Ex-
ample 4, except that instead of selling Asset A for $20,
S sells Asset A for $45, recognizing a $5 loss. In ad-
dition in Year 5, P sdllsits remaining S common stock
for $100.

(i) Asin Example 4, P recognizes a loss of $6 on
the sale of the 20 shares of the common stock of S
and that loss is suspended under paragraph (c)(1) of
this section. Pursuant to paragraph (c)(4) of this sec-
tion, assuming the P group cannot establish that only
a portion of the loss recognized on the sale Asset A
was reflected in the computation of the duplicated loss
with respect to the 20 shares of S common stock sold,
the amount of the suspended loss is reduced by the
$5 loss recognized on the sale of Asset A to $1. Un-
der §1.1502-32, P's basis in its S stock is reduced
by $4 from $104 to $100. In Year 5, when P sells its
remaining S common stock for $100, it recognizes $0
gain/loss. Pursuant to paragraph (c)(5) of this sec-
tion, the remaining $1 of the suspended loss is al-
lowed on the P group’s return for Year 5.

Example 6. (i) The facts are the same as in Ex-
ample 4, except that S does not sell Asset A prior to
the sale of its remaining S common stock.

(i) Asin Example 4, P recognizes a loss of $6 on
the sale of the 20 shares of the common stock of S
and that loss is suspended under paragraph (c)(1) of
this section. In Year 5 when P sells its remaining S
common stock for $80, it recognizes a loss of $24.
Pursuant to paragraph (c)(5) of this section, for the
year that includes the date of the deconsolidation of
S, the suspended loss attributable to its Year 2 sale of
S common stock is alowed to the extent it has not
been reduced pursuant to paragraph (c)(4) of this sec-
tion. Because S had no items of loss and deduction
that are allocable to the period beginning on the date
of the Year 2 disposition of the S stock and ending
on the day before the first date on which Sis not a
member of the of the P group, the suspended loss is
not reduced pursuant to paragraph (c)(4) of this sec-
tion. Accordingly, pursuant to paragraph (c)(5) of this
section, the entire $6 suspended loss is alowed on the
P group’s return for Year 5.

Example 7. (i) In Year 1, P forms S1 with a con-
tribution of $200 in exchange for al of the com-
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mon stock of S1, which represents al of the
outstanding stock of S1. In the same year, S1 forms
S2 with a contribution of $80 in exchange for 80
shares of the common stock of S2, which at that time
represents al of the outstanding stock of S2. S1 and
S2 become members of the P group. In the same year,
S2 purchases Asset A for $80. In Year 2, S1 contrib-
utes Asset B with a basis of $50 and a value of $20
in exchange for 20 shares of the common stock of S2
in a transfer to which section 351 applies. In Year 3,
S1 sdlls the 20 shares of the common stock of S2 that
it acquired in Year 2 for $20. At that time, the bases
and values of Asset A and Asset B are unchanged. In
Year 4, S2 sells Asset A for $50, recognizing a $30
loss. That $30 loss is used on the P group return to
offset income of P. In Year 5, S1 sells its remaining
S2 common stock for $56.

(if) Under paragraph (b)(1) of this section, be-
cause Sl's basis in the S2 common stock sold ex-
ceeds its value immediately prior to the sale and S2
is a member of the P group immediately after the sale,
Sl'sbasisin al of the stock of S2 is redetermined pur-
suant to paragraph (b)(2) of this section. Of S1's to-
tal basis of $130 in the S2 common stock, a
proportionate amount is alocated to each of the 100
shares of S2 common stock. Accordingly, a total of
$26 is dlocated to the common stock of S2 that is sold
and $104 is allocated to the common stock of S2 that
is retained. On S1's sale of the 20 shares of the com-
mon stock of S2 for $20, S1 recognizes a loss of $6.
Because the sale of the 20 shares of common stock
of S2 does not result in the deconsolidation of S2, un-
der paragraph (c)(1) of this section, that loss is sus-
pended to the extent of the duplicated loss with respect
to the shares sold. The duplicated loss with respect
to the shares sold is $6. Therefore, the entire $6 loss
is suspended. Pursuant to paragraph (c)(3) of this sec-
tion and § 1.1502-32(b)(3)(iii)(C), the suspended loss
is treated as a noncapital, nondeductible expense in-
curred by S1 during the tax year that includes the date
of the disposition of stock to which paragraph (c)(1)
of this section applies. Accordingly, P's basisin its S1
stock is reduced from $200 to $194. Pursuant to para-
graph (c)(4) of this section, the amount of the sus-
pended loss is reduced, but not below zero, by S2's
items of deduction and loss that are allocable to the
period beginning on the date of the Year 3 disposi-
tion of the S2 stock and ending on the day before the
first date on which S2 is not a member of the P group,
and that are taken into account in determining con-
solidated taxable income (or loss) of the P group for
any taxable year that includes any date on or after the
date of the Year 3 disposition and before the first date
on which S2 is not a member of the P group, ex-
cept to the extent the P group can establish that all
or aportion of such items was not included in the cal-
culation of the duplicated loss with respect to the S2
stock sold on the date of the disposition. Assuming
the P group can establish that the $30 loss gener-
ated by S2 on the sale of Asset A was not included
in the calculation of the duplicated loss with respect
to the S2 stock sold on the date of the disposition, such
loss does not reduce the suspended loss. In that case,
for the taxable year that includes the day before the
first date in Year 5 on which S is not a member of
the P group, the P group is alowed to take into ac-
count the $6 suspended loss. On the other hand, if the
P group cannot establish that the $30 loss generated
by S2 on the sale of Asset A was not included in the
calculation of the duplicated loss with respect to the
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S2 stock sold on the date of the disposition, pursu-
ant to paragraph (c)(4) of this section, such loss re-
duces the suspended loss to zero, and no amount of
suspended loss is alowed under paragraph (c)(5) of
this section. In either case, under § 1.1502-32, S1's
basisin its remaining S2 stock is reduced by $24 from
$80 to $56. S1 recognizes $0 gain/loss on the sale of
its remaining S2 stock.

Example 8. (i) In Year 1, P forms S1 with a con-
tribution of Asset A with a basis of $50 and a value
of $20 in exchange for 100 shares of common stock
of Sl in atransfer to which section 351 applies. Also
inYear 1, Pand S1 form S2. P contributes $80 to S2
in exchange for 80 shares of common stock of S2. S1
contributes Asset A to S2 in exchange for 20 shares
of common stock of S2 in a transfer to which sec-
tion 351 applies. In Year 3, in atransaction that is not
part of a plan that includes the Year 1 contributions,
P sells its 100 shares of S1 common stock for $20.
At that time, S1 owns 20 shares of common stock of
S2 and S2 has $80 and Asset A, the basis and value
of which have not changed. In Year 4, S2 sells As-
set A for $20, recognizing a $30 loss. That $30 loss
is used on the P group return to offset income of P.
In Year 5, P sdlls its S2 common stock for $80.

(i) Because the P group disposes of its entire eg-
uity interest in S1 within a single taxable year, pur-
suant to paragraph (b)(4) of this section, paragraph (b)
of this section does not apply immediately prior to the
disposition to cause a redetermination of P's basisin
its S1 common stock. Pursuant to paragraph (b)(5) of
this section, however, because, immediately prior to
the disposition of the S1 stock, P's basis in such stock
exceeds its value, S1 owns stock of S2 (another sub-
sidiary member of the same group) and, immedi-
ately prior to the disposition of the S1 stock, such S2
stock has a basis that exceeds its value, and, imme-
diately after the disposition of the S1 stock, P owns
stock of S2, the basisin each share of S2 that is owned
by members of the P group must be redetermined as
provided in paragraph (b) of this section asif S1's S2
stock had been disposed of or deconsolidated. Be-
cause S2 is a member of the group immediately af-
ter the disposition of the S1 stock, the group member’s
basis in the S2 stock is redetermined pursuant to para:
graph (b)(2) of this section immediately prior to the
sale of the S1 stock. Of the group members' total ba-
sis of $130 in the S2 stock, $26 is alocated to S1's
20 shares of S2 common stock and $104 is allo-
cated to P's 80 shares of S2 common stock. Pursu-
ant to paragraph (b)(6) of this section, the
redetermination of S1's basis in the stock of S2 re-
sults in an adjustment to P's basis in the stock of S1.
In particular, P's basis in the stock of Sl is decreased
by $24 to $26. On P's sale of its 100 shares of S1
common stock for $20, S1 recognizes a loss of $6.
Because S1 is not a member of the P group imme-
diately after S1's disposition of the S2 stock, para-
graph (c)(1) of this section does not apply to suspend
such loss. Pursuant to paragraph (c)(2) of this sec-
tion, however, because P recognizes a loss with re-
spect to the disposition of the S1 stock and S1 owns
stock of S2 (which is a member of the P group im-
mediately after the disposition), such loss is sus-
pended up to $6, an amount equal to the amount by
which the duplicated loss with respect to the stock of
S1 sold is attributable to S2's adjusted basis in its as-
sets, loss carryforwards and deferred deductions. Pur-
suant to paragraph (c)(4) of this section, the amount
of the suspended loss is reduced, but not below zero,
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by S2's items of deduction and loss that are allo-
cable to the period beginning on the date of the Year
3 disposition of the S1 stock and ending on the day
before the first date on which S2 is not a member of
the P group and that are taken into account in deter-
mining the consolidated taxable income (or loss) of
the P group for any taxable year that includes any date
on or after the date of the Year 3 disposition and be-
fore the first date on which S2 is not a member of the
P group, except to the extent the P group can estab-
lish @l or a portion of such items were not included
in the calculation of the duplicated loss with respect
to the S1 stock sold or were not attributable to S2's
adjusted basis in its assets, loss carryforwards, or de-
ferred deductions. Because the loss recognized on the
sale of Asset A was included in the calculation of the
duplicated loss with respect to the S1 stock on the date
of the sale of the S1 stock and is absorbed by the P
group, the suspended loss is reduced to zero pursu-
ant to paragraph (c)(4) of this section. Accordingly,
no amount of suspended loss is alowed under para-
graph (c)(5) of this section. Under § 1.1502-32, P's
basis in its S2 stock is reduced by $24 from $104 to
$80. P recognizes $0 gain/loss on the sale of its S2
common stock.

Example 9. (i) In Year 1, P forms S with a con-
tribution of $80 in exchange for 80 shares of com-
mon stock of S which at that time represents al of
the outstanding stock of S. S becomes a member of
the P group. In Year 2, P contributes Asset A with a
basis of $50 and a value of $20 in exchange for 20
shares of common stock of Sin atransfer to which
section 351 applies. In Year 3, in atransaction that is
not part of a plan that includes the Year 1 and Year
2 contributions, P contributes the 20 shares of S com-
mon stock it acquired in Year 2 to PS, a partner-
ship, in exchange for a 20 percent capital and profits
interest in a transaction described in section 721. In
Year 4, P sells its interest in PS for $20, recogniz-
ing a $30 loss.

(ii) Under paragraph (b)(1) of this section, be-
cause P's basis in the S common stock contributed to
PS exceeds its value immediately prior to its decon-
solidation and S is a member of the P group imme-
diately after the deconsolidation, P's basisin dl of the
S stock is redetermined pursuant to paragraph (b)(2)
of this section. Of P'stotal basis of $130 in the com-
mon stock of S, a proportionate amount is allocated
to each share of S common stock. Accordingly, $26
is allocated to the S common stock that is contrib-
uted to PS and, under section 722, P'sbasisin itsin-
terest in PS is $26. P recognizes a $6 loss on its
disposition of itsinterest in PS. Because P's basisin
its interest in PS was determined by reference to the
basis of S stock and at the time of the determina-
tion of P'sbasisin itsinterest in PS such S stock had
aduplicated loss of $6, and, immediately after the dis-
position, S is a member of the P group, such loss is
suspended to the extent of such duplicated loss. Prin-
ciples similar to those of paragraphs (c)(3), (4), and
(5) of this section shall apply to such suspended loss.

(f) Basic reduction on worthlessness and
certain dispositions not followed by sepa-
rate return years. If a member of a group
disposes of subsidiary member stock and
on the following day the subsidiary is not
amember of the group and does not have
a separate return year, then, immediately

prior to the recognition of any gain or loss
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with respect thereto, and immediately af-
ter al other adjustments under § 1.1502-32
with respect thereto, the basis of upper-
tier members in the stock of the subsid-
iary member shall be reduced to the extent
of the consolidated net operating losses and
net capital losses that would be treated as
attributable to such subsidiary member (and
lower-tier members) under the principles of
§1.1502-21(b)(2)(iv), as though such losses
were absorbed by the group. In addition, if,
taking into account the provisions of
§1.1502-80(c), stock of a subsidiary mem-
ber is treated as worthless under section
165, then, immediately prior to the allow-
ance of any loss or inclusion of an excess
loss account with respect thereto, and im-
mediately after all other adjustments un-
der §1.1502-32 with respect thereto, the
basis of upper-tier members in the stock of
the worthless member shall be reduced to
the extent of the consolidated net operat-
ing losses and net capital losses that would
be treated as attributable to such subsid-
iary member (and lower-tier members) un-
der the principles of § 1.1502-21(b)(2)(iv),
as though such losses were absorbed by the
group.

(g) Anti-avoidance rules. (1) Disposi-
tion or deconsolidation of gain share in
avoidance. If a share of subsidiary mem-
ber stock has a basis that does not exceed
its value and the share is deconsolidated
with a view to avoiding application of the
rules of paragraph (b) of this section prior
to the disposition of a share of subsidiary
member stock that has a basis that does ex-
ceed its value, the rules of paragraph (b) of
this section shall apply immediately prior
to the deconsolidation.

(2) Transfers of loss property in avoid-
ance. If a member of a consolidated group
contributes an asset with a basis that ex-
ceeds its value to a partnership in a trans-
action described in section 721 or a
corporation that is not a member of such
group in atransfer described in section 351,
such partnership or corporation contrib-
utes such asset to a subsidiary member in
atransfer described in section 351, and such
contributions are undertaken with a view to
avoiding the rules of paragraph (b) or (c)
of this section, adjustments must be made
to carry out the purposes of this section.

(3) Anti-loss reimportation—(i) Appli-
cation. This paragraph (g)(3) applies if—

(A) A member of agroup recognizes and
is allowed a loss on the disposition of a
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share of stock of a subsidiary member with
respect to which there is a duplicated |oss;

(B) As aresult of that disposition or an-
other disposition, the subsidiary member
ceases to be a member of such group; and

(C) Within the 10-year period begin-
ning on the date the subsidiary member
ceases to be a member of such group—

(2) The subsidiary member (or any suc-
cessor) again becomes a member of such
group (or any successor group) when the
subsidiary member (or any successor) owns
any asset that has a basis in excess of vaue
at such time and that was owned by the
subsidiary member on the date of the dis-
position and that had a basis in excess of
value on such date;

(2) The subsidiary member (or any suc-
cessor) again becomes a member of such
group (or any successor group) when the
subsidiary member (or any successor) owns
any asset that has abasis in excess of vaue
at such time and that has a basis that re-
flects, directly or indirectly, in whole or in
part, the basis of any asset that was owned
by the subsidiary member on the date of the
disposition and that had a basis in excess
of value on such date;

(3) In a transaction described in sec-
tion 381 or section 351, any member of
such group (or any successor group) ac-
quires any asset of the subsidiary mem-
ber (or any successor) that was owned by
the subsidiary member on the date of the
disposition and that had a basis in excess
of its value on such date, or any asset that
has a basis that reflects, directly or indi-
rectly, in whole or in part, the basis of any
asset that was owned by the subsidiary
member on the date of the disposition and
that had a basis in excess of its value on
such date, and, immediately after the ac-
quisition of such asset, such asset has a ba-
sisin excess of its value;

(4) The subsidiary member (or any suc-
cessor) again becomes a member of such
group (or any successor group) when the
subsidiary member (or any successor) has
any losses or deferred deductions that were
losses or deferred deductions of the sub-
sidiary member on the date of the dispo-
sition;

(5) The subsidiary member (or any suc-
cessor) again becomes a member of such
group (or any successor group) when the
subsidiary member (or any successor) has
any losses or deferred deductions that are
attributable to any asset that was owned by
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the subsidiary member on the date of the
disposition and that had a basis in excess
of value on such date;

(6) The subsidiary member (or any suc-
cessor) again becomes a member of such
group (or any successor group) when the
subsidiary member (or any successor) has
any losses or deferred deductions that are
attributable to any asset that had a basis that
reflected, directly or indirectly, in whole or
in part, the basis of any asset that was
owned by the subsidiary member on the
date of the disposition and that had a ba-
sisin excess of value on such date; or

(7) Any member of such group (or any
successor group) succeeds to any losses or
deferred deductions of the subsidiary mem-
ber (or any successor) that were losses or
deferred deductions of the subsidiary mem-
ber on the date of the disposition, that are
atributable to any asset that was owned by
the subsidiary member on the date of the
disposition and that had a basis in excess
of value on such date, or that are attribut-
able to any asset that had a basis that re-
flected, directly or indirectly, in whole or
in part, the basis of any asset that was
owned by the subsidiary member on the
date of the disposition and that had a ba-
sis in excess of value on such date.

(i) Operating rules—(A) For purposes
of paragraph (g)(3)(i)(C) of this section, as-
sets shall include stock and securities and
the subsidiary member (or any successor)
shall be treated as having its alocable share
of losses and deferred deductions of all
lower-tier subsidiary members and as own-
ing its alocable share of each asset of all
lower-tier subsidiary members.

(B) For purposes of paragraphs
(@)(3)()(C)(4), (5), and (6) of this sec-
tion, unless the group can establish other-
wise, if the subsidiary member (or any
successor) again becomes a member of such
group (or any successor group) at a time
when the subsidiary member (or any suc-
cessor) has any losses or deferred deduc-
tions, such losses and deferred deductions
shall be treated as losses or deferred de-
ductions that were losses or deferred de-
ductions of the subsidiary member on the
date of the disposition, losses or deferred
deductions that are attributable to assets that
were owned by the subsidiary member on
the date of the disposition and that had
bases in excess of value on such date, or
losses or deferred deductions that are at-
tributable to assets that had bases that re-
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flected, directly or indirectly, in whole or
in part, the bases of assets that were owned
by the subsidiary member on the date of the
disposition and that had bases in excess of
value on such date.

(C) For purposes of paragraph
(9)(3)(I)(C)(7) of this section, unless the
group can establish otherwise, if a mem-
ber of such group (or any successor group)
succeeds to any losses or deferred deduc-
tions of the subsidiary member (or any suc-
cessor), such losses and deferred deductions
shall be treated as losses or deferred de-
ductions that were losses or deferred de-
ductions of the subsidiary member on the
date of the disposition, losses or deferred
deductions that are attributable to assets that
were owned by the subsidiary member on
the date of the disposition and that had
bases in excess of value on such date, or
losses or deferred deductions that are at-
tributable to assets that had bases that re-
flected, directly or indirectly, in whole or
in part, the bases of assets that were owned
by the subsidiary member on the date of the
disposition and that had bases in excess of
value on such date.

(iii) Loss disallowance. If paragraph
(9)(3) of this section applies, then, to the
extent that the aggregate amount of 10ss rec-
ognized by members of the group (and any
successor group) on dispositions of the sub-
sidiary member stock was attributable to a
duplicated loss of such subsidiary mem-
ber, and such loss was allowed, such group
(or any successor group) will be denied the
use of—

(A) Any loss recognized that is attrib-
utable to, directly or indirectly, an asset that
was owned by the subsidiary member on
the date of the disposition and that had a
basis in excess of value on such date, to the
extent of the lesser of the loss inherent in
such asset on the date of the disposition of
the subsidiary member stock and the loss
inherent in such asset on the date of the
event described in paragraph (g)(3)(i)(C) of
this section that gives rise to the applica-
tion of this paragraph (g)(3); and

(B) Any loss recognized that is attrib-
utable to, directly or indirectly, an asset that
has a basis that reflects, directly or indi-
rectly, in whole or in part, the basis of any
asset that was owned by the subsidiary on
the date of the disposition and that had a
basis in excess of its value on such date,
to the extent of the lesser of the loss in-
herent in the asset that was owned by the
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subsidiary on the date of the disposition the
basis of which is reflected, directly or in-
directly, in whole or in part, in the basis of
such asset on the date of the disposition and
the loss inherent in such asset on the date
of the event described in paragraph
(9)(3)(1)(C) of this section that gives rise
to the application of this paragraph (g)(3);
and

(C) Any loss or deferred deduction de-
scribed in paragraph (g)(3)(1)(C)(4), (5), (6).
or (7) of this section.

(iv) Treatment of disallowed loss. For
purposes of § 1.1502-32(b)(3)(iii), any loss
the use of which is disallowed pursuant to
paragraph (g)(3)(iii)(A) or (B) of this sec-
tion is treated as a noncapital, nondeduct-
ible expense incurred during the taxable
year that includes the date on which such
loss is recognized. See 8§ 1.1502-
32(b)(3)(iii)(D). In addition, any loss or de-
ferred deduction the use of which is
disallowed pursuant to paragraph
(9)(3)(iii)(C) of this section and with re-
spect to which no waiver described in
§ 1.1502-32(b)(4) is filed is treated as a
noncapital, nondeductible expense incurred
during the taxable year that includes the day
after the event described in paragraph
(9)(3)(iii) of this section that gives rise to
the application of this paragraph (g)(3).

(4) Examples. The principles of this para-
graph (g) are illustrated by the following
examples.

Example 1. (i) In Year 1, P forms S with a con-
tribution of $80 in exchange for 80 shares of com-
mon stock of S which at that time represents al of
the outstanding stock of S. S becomes a member of
the P group. In Year 2, P contributes Asset A with a
basis of $50 and a value of $20 in exchange for 20
shares of preferred stock of Sin atransfer to which
section 351 applies. In Year 3, S salls Asset A for $20,
recognizing aloss of $30. Under § 1.1502-32, P's ba-
sisin its common stock of Sis reduced from $80 to
$50. With a view to avoiding the application of the
basis redetermination rule prior to a sae of the S pre-
ferred stock, in Year 4, P contributes the 80 shares of
S common stock it acquired in Year 1 to PS, a part-
nership, in exchange for a 20 percent capital and prof-
its interest in a transaction described in section 721.
Also in Year 4, P sdllsiits preferred stock of S for $20,
recognizing a $30 loss.

(i) Under paragraph (g)(1) of this section, the rules
of paragraph (b) of this section shall apply immedi-
ately prior to the deconsolidation of the S common
stock.

Example 2. (i) In Year 1, P forms S with a con-
tribution of $100 in exchange for 100 shares of com-
mon stock of S which at that time represents all of
the outstanding stock of S. S becomes a member of
the P group. In Year 2, P contributes 20 shares of com-
mon stock of Sto PS, a partnership, in exchange for
a 20 percent capital and profits interest in a transac-
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tion described in section 721. In Year 3, P contrib-
utes Asset A with a basis of $50 and a value of $20
to PS in exchange for an additional capital and prof-
its interest in PS in a transaction described in sec-
tion 721. Also in Year 3, PS contributes Asset A to
S and P contributes an additional $80 to S in trans-
fers to which section 351 applies. In Year 4, S sells
Asset A for $20, recognizing a loss of $30. The P
group uses that loss to offset income of P. Also in Year
4, P sells its entire interest in PS for $40, recogniz-
ing a loss of $30.

(i) Pursuant to paragraph (g)(2) of this section,
if P's contributions of S stock and Asset A to PS were
undertaken with a view to avoiding the basis rede-
termination or the loss suspension rule, adjustments
must be made such that the group does not obtain more
than one tax benefit from the $30 loss inherent in As-
set A.

Example 3. (i) In Year 1, P forms S with a con-
tribution of Asset A with a vaue of $100 and a ba-
sis of $120, Asset B with a value of $50 and a basis
of $70, Asset C with a value of $90 and a basis of
$100 in exchange for al of the common stock of S
and S becomes a member of the P group. In Year 2,
in a transaction that is not part of a plan that in-
cludes the contribution, P sdlls the stock of S for $240,
recognizing a loss of $50. At such time, the bases and
values of Assets A, B, and C have not changed since
their contribution to S. In Year 3, S sellsAsset A, rec-
ognizing a $20 loss. In Year 3, S merges into M in
a reorganization described in section 368(a)(1)(A). In
Year 4, P purchases al of the stock of M for $300.
At that time, M has a $10 net operating loss. In ad-
dition, M owns Asset D, which was acquired in an ex-
change described in section 1031 in connection with
the surrender of Asset B. Asset C has a value of $80
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and a basis of $100. Asset D has a value of $60 and
a basis of $70. In Year 5, P has operating income of
$100 and M recognizes $20 of loss on the sdle of As-
set C. In Year 6, P has operating income of $50 and
M recognizes $50 of loss on the sale of Asset D.

(ii) P's $50 loss on the sale of S stock is en-
tirely attributable to duplicated loss. Therefore, pur-
suant to this paragraph (g)(3), assuming the P group
cannot establish otherwise, M’s $10 net operating loss
is treated as attributable to assets that were owned by
S on the date of the disposition and that had bases in
excess of value on such date. Without regard to any
other limitations on the group’s use of M’s net op-
erating loss, the P group cannot use M’s $10 net op-
erating loss pursuant to paragraph (g)(3)(iii)(C) of this
section. Pursuant to paragraph (g)(3)(iv) of this sec-
tion and § 1.1502-32(b)(3)(iii)(D), such loss is treated
as a noncapital, nondeductible expense of M in-
curred during the taxable year that includes the day
after the reorganization. In addition, the P group is de-
nied the use of $10 of the loss recognized on the sdle
of Asset C. Finaly, the P group is denied the use of
$10 of the loss recognized on the sale of Asset D. Pur-
suant to paragraph (g)(3)(iv) of this section and
§ 1.1502-32(b)(3)(iii)(D), each such disallowed loss
is treated as a noncapital, nondeductible expense of
M incurred during the taxable year that includes the
date of the disposition of the asset with respect to
which such loss was recognized.

(h) Application of anti-abuse rules. The
rules of this section do not preclude the ap-
plication of anti-abuse rules under other pro-
visions of the Internal Revenue Code and

regulations thereunder, including to a trans-
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action that is entered into to invoke the ba-
sis redetermination rule to avoid the effect
of any provision of the Internal Revenue
Code or regulations thereunder.

(i) [Reserved].

(j) Effective date. This section, except for
paragraph (g)(3) of this section, applies with
respect to dispositions and deconsolida-
tions occurring on or after March 7, 2002,
but only if such transactions occur during
ataxable year the origina return for which
is due (without regard to extensions) af-
ter the date these regulations are published
as temporary or fina regulations in the Fed-
eral Register. Paragraph (g)(3) of this sec-
tion applies to events described in paragraph
(9)(3)(iii) of this section occurring on or &f-
ter October 18, 2002, but only if such
events occur during a taxable year the origi-
nal return for which is due (without re-
gard to extensions) after the date these
regulations are published as temporary or
final regulations in the Federal Register.

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

(Filed by the Office of Federal Register on October 18, 2002,
8:45 am., and published in the issue of the Federal Regis-
ter for October 23, 2002, 67 F.R. 65060)
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Definition of Terms

Revenue rulings and revenue procedures
(hereinafter referred to as' rulings’) that
have an effect on previous rulings use the
following defined terms to describe the
effect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is
being extended to apply to a variation of
the fact situation set forth therein. Thus, if
an earlier ruling held that a principle
applied to A, and the new ruling holds
that the same principle also applies to B,
the earlier ruling is amplified. (Compare
with modified, below).

Clarified is used in those instances
where the language in a prior ruling is
being made clear because the language
has caused, or may cause, some confu-
sion. It is not used where a position in a
prior ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously
published ruling and points out an essen-
tial difference between them.

Modified is used where the substance
of a previously published position is
being changed. Thus, if a prior ruling
held that a principle applied to A but not
to B, and the new ruling holds that it

Abbreviations

The following abbreviations in current
use and formerly used will appear in
material published in the Bulletin.

A—Individual.
Acg.—Acquiescence.
B—individual.
BE—Beneficiary.

BK—Bank.

B.T.A—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.

D—Decedent.

DC—Dummy Corporation.
DE—Donee.

Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.

E—Estate.

EE—Employee.
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applies to both A and B, the prior ruling
is modified because it corrects a pub-
lished position. (Compare with amplified
and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used
in aruling that lists previously published
rulings that are obsoleted because of
changes in law or regulations. A ruling
may also be obsoleted because the sub-
stance has been included in regulations
subsequently adopted.

Revoked describes situations where the
position in the previously published rul-
ing is not correct and the correct position
is being stated in the new ruling.

Super seded describes a situation where
the new ruling does nothing more than
restate the substance and situation of a
previously published ruling (or rulings).
Thus, the term is used to republish under
the 1986 Code and regulations the same
position published under the 1939 Code
and regulations. The term is also used
when it is desired to republish in a single
ruling a series of situations, names, etc.,
that were previously published over a
period of time in separate rulings. If the

E.O.—Executive Order.

ER—Employer.

ERISA—Employee Retirement Income Security Act.
EX—Executor.

F—Fiduciary.

FC—Foreign Country.

FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R—Federal Register.

FUTA—Federal Unemployment Tax Act.
FX—Foreign Corporation.

G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.

GP—General Partner.

GR—Grantor.

|C—Insurance Company.

|.RB.—Internal Revenue Bulletin.

LE—L essee.

LP—Limited Partner.

LR—Lessor.

M—Minor.

Nonacq.—Nonacquiescence.
O—Organization.

P—Parent Corporation.

PHC—Personal Holding Company.

new ruling does more than restate the
substance of a prior ruling, a combination
of terms is used. For example, modified
and superseded describes a situation
where the substance of a previously pub-
lished ruling is being changed in part and
is continued without change in part and it
is desired to restate the valid portion of
the previously published ruling in a new
ruling that is self contained. In this case,
the previously published ruling is first
modified and then, as modified, is super-
seded.

Supplemented is used in situations in
which alist, such as alist of the names of
countries, is published in a ruling and that
list is expanded by adding further names
in subsequent rulings. After the original
ruling has been supplemented several
times, a new ruling may be published that
includes the list in the original ruling and
the additions, and supersedes all prior rul-
ings in the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.

PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.

REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.

Rev. Rul.—Revenue Ruling.
S—Subsidiary.

SP.R—Satements of Procedural Rules.
Sat.—Statutes at Large.

T—Target Corporation.

T.C.—Tax Court.

T.D.—Treasury Decision.
TFE—Transferee.

TFR—Transferor.

T.I.R—Technical Information Release.
TP—Taxpayer.

TR—Trust.

TT—Trustee.

U.S.C.—United Sates Code.
X—Corporation.

Y—Corporation.

Z—Corporation.
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